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Foreign Direct Investment: 
Trends, TRIMs, and WTO Negotiations 


DOUGLAS H. BROOKS, EMMA XIAOQIN FAN, AND LEA R. SUMULONG 


Foreign direct investment (FDI) flows have increased dramatically in recent 
decades. As developing countries, particularly in Asia, remove restrictions and 
implement policies to attract FDI inflows, trade and investment have become 
increasingly intertwined. As such, there have been growing calls for a 
multilateral framework of foreign investment rules to be negotiated under the 
auspices of the World Trade Organization (WTO). This paper reviews recent 
developments in FDI flows and their impacts in developing Asia, and the 
importance of the policy context in which those flows occur. It discusses 
advantages and disadvantages of including FDI in WTO negotiations, and 
related policy options for developing Asian economies. 


I. INTRODUCTION 


Until the 1980s, most developing countries viewed foreign direct invest- 


ment (FDI) with great wariness. The sheer size and magnitude of FDI by 


multinational corporations (MNCs) was viewed as a threat to host countries, rais- 
ing concerns about MNCs’ capacity to influence economic and political affairs. 
These fears were driven by the colonial experience of many developing countries 
and by the view that FDI was the modern form of economic colonialism and ex- 
ploitation. In addition, MNCs were frequently suspected of engaging in unfair 
business practices, such as rigged transfer pricing and price fixing through their 
links with their parent companies. 

In recent years, however, FDI restrictions have Deen dramatically reduced 
as a result of a host of factors—accelerating technological change, emergence of 
globally integrated production and marketing networks, existence of bilateral in- 
vestment treaties, prescriptions from multilateral development banks, and positive 
evidence from developing countries that have opened their doors to FDI. In addi- 
tion, the drying up of commercial bank lending due to debt crises brought many 
developing countries to reform their investment policies to attract more stable 
forms of foreign capital, as FDI appeared to be an attractive alternative to bank 
loans as a source of capital inflows. In the process, incentives and subsidies were 
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ageressively offered, particularly to MNCs that supported developing countries’ 
industrial policies. 

Flows of FDI have seen a dramatic rise in the last 20 years due to increasing 
openness of host economies. The growing internationalization of trade and in- 
vestment has prompted some countries to call for increased cooperation through 
the establishment of international rules and commitments under the World Trade 
Organization (WTO). This paper reviews recent developments in FDI flows and 
their impacts in developing Asia (Section II), and the importance of the policy 
context in which those flows occur (Section II). It discusses advantages and dis- 
advantages of including FDI in WTO negotiations (Section IV), and related policy 
options for developing Asian economies (Section V). Section VI draws some con- 
clusions. 


Ii. TRENDS AND EFFECTS 


From only $53.7 billion in 1980, FDI outflows reached $1.4 trillion in 2000. 
Since then, however, the weak global economy has considerably reduced out- 
flows, which dropped by 55 percent in 2001 and an estimated further 25 percent in 
2002. The upsurge in FDI has substantially changed the international economic 
landscape. From 1980 to 2000, the growth rate of world FDI outflows surpassed 
that of world exports (Figure 1). This swift expansion in FDI was more pro- 
nounced during 1985-1990, when many host countries began to relax regulations 
to attract FDI, and 1995-2000, when companies undertook scores of mergers and 
acquisitions in the wake of the Asian financial crisis and privatization programs in 
Latin America. 


Figure 1: Growth of World Exports and FDI Outflows 
(average annual growth rate) 





1980-1985 1985-1990 1990-1995 1995-2000 


World exports M World FDI outflows 
Sources: Exports: IMF (2003a), FDI outflows: UNCTAD (2002). 
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Relative to world output and total trade, FDI flows have risen tremendously 
since the early 1990s (Figure 2). World FDI flows increased more than six times 
from 1993 to 2000 before falling beginning in 2001, while world trade and output 
grew at a more modest pace, not even doubling in value between 1990 and 2002. 


Figure 2: Index of World Trade, FDI Flows, and Output, 1990-2002 
(1990=100) 





1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


~® World Trade ~® World FDI Flows ~*- World GDP 


Notes: World trade is defined as the sum of exports and imports; FDI flows as the sum of 
inflows and outflows. Data for 2002 are preliminary estimates. 
Sources: Trade and GDP: IMF (2003b), FDI flows: UNCTAD (2002). 


The geographic pattern of FDI outflows changed slightly during the last 
decade. Europe and North America continued to be the largest sources of FDI 
flows in the world, supplying at least 75 percent since 1991. In contrast, the share 
of the Asian and Pacific region in total FDI outflows fell significantly beginning 
in 1998 due to the declining importance of Japan as an FDI supplier. 

At the same time, Europe and North America continued to be the biggest 
recipients of FDI. While economies in the Asian and Pacific region received in- 
creasingly larger shares of world FDI inflows beginning in the 1990s, the 1997 
financial crisis temporarily reversed this trend. But FDI flows soon recovered, par- 
ticularly in the wake of mergers and acquisitions after the crisis. 

In terms of individual country destinations, there have been shifts in the 
preferences of foreign investors over the last decade. Malaysia, Singapore, and 
Thailand, which used to be included in the 20 largest FDI recipients during 1991- 
1993, were replaced by Brazil, Finland, and Ireland during 1998-2000. In addi- 
tion, Japan and the Republic of Korea became preferred locations for FDI in the 
post-Asian crisis era (JBICI 2002). 


4 ASIAN DEVELOPMENT REVIEW 


Among the preferred Asian destinations for FDI, there has not been as much 
change. Indonesia and the Philippines, two of the top 10 FDI destinations in the 
early 1990s, dropped from the list primarily due to uncertainties in their domestic 
economies and were replaced by India and Viet Nam in the late 1990s. Mean- 
while, Hong Kong, China overtook Malaysia as a preferred FDI destination. 
While the total value of FDI inflows to the top 10 Asian destinations substantially 
increased during the last decade, the region’s share in the world total dropped sig- 
nificantly. Average FDI inflows per capita showed remarkable increases in some 
Asian economies. In Hong Kong, China, for instance, per capita inflows increased 
7.5 times to $4,970 between the early and late 1990s. In other Asian economies, 
FDI accounts for as much as 30-40 percent of total investment (Table 1). 


Table 1. FDI Top 10 in Developing Asia 


Rank Host Economy 1991-1993 Rank Host Economy 1998-2600 
Average Annual Total Inflows, $ billion 


1 China, People’s Rep. of 14.3 1 China, People’s Rep. of 41.6 

2 Malaysia 5.0 2 Hong Kong, China 33.8 

3 Hong Kong, China 3.9 3 Korea, Rep. of 8.0 

4 Singapore 3.9 4 -Singapore 7.9 

5 Thailand 2.0 5 Thailand 3.8 

6 Indonesia 1.8 6 Malaysia 3.5 

7 Taipei,China 1.0 7 ~~ Taipei,China 2.7 

8 Philippines 0.9 8 India 2.4 

9 Korea, Rep. of 0.8 9 Viet Nam 1.5 

10 Kazakhstan 0.7 10 Kazakhstan 1.3 

Total Asia-Pacific 36.0 Total Asia-Pacific 108.5 

(Percent of World Total) 19.3 (Percent of World Total) 9.9 
Average Inflows per Capita, $ 

1 Singapore 1,234 1 Hong Kong, China 4,970 

2 Hong Kong, China 666 2 Singapore 2,012 

3 Malaysia 265 3 Brunei Darussalam 1,833 

4 Vanuatu 164 4 Korea, Rep. of 172 

5 Fiji Islands 102 5 Malaysia 159 

6 Solomon Islands 51 6 Taipei,China 121 

ri Taipei, China 50 7 Vanuatu 106 

8 Kazakhstan 41 8 Kazakhstan 82 

9 Thailand 35 9 Azerbaijan 72 

10 Maldives 29 10 Thailand 62 


continued. 
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Table 1. continued. 


Rank Host Economy 1991-1993 Rank Host Economy 1998-2000 
FDI as Percent of Total Investment” 

1 Vanuatu 34.7 1 Hong Kong, China 39.9 

2 Fiji Islands 24.6 2 Cambodia 31.0 

3 Viet Nam 24.2 3 Kazakhstan 30.1 

4 Solomon Islands 20.7 4 Papua New Guinea 25.9 

5 Malaysia 18.6 5 Azerbaijan 24.2 

6 Singapore 18.3 6 Vanuatu 24.1 

7 Cambodia 15.2 7 Singapore 21.2 

8 Hong Kong, China 11.5 8 Kyrgyz Republic 16.9 

9 Papua New Guinea 10.6 9 Viet Nam 16.3 

10 Maldives 8.2 10 Malaysia 14.9 


"Total investment here refers to the sum of gross fixed capital formation and FDI. 
Source: UNCTAD (2002). 


Distinguishing characteristics of FDI are its stability and ease of service 


relative to commercial debt or portfolio investment, as well as its inclusion of non- 
financial assets to production and sales processes. Aside from increasing output 
and income, potential benefits to host countries from encouraging FDI inflows in- 
clude the following: 


(i) 


(ii) 


Gii) 


(iv) 


Foreign firms bring superior technology. The extent of benefits to 
host countries depends on whether the technology spills over to do- 
mestic and other foreign-invested firms. 

Foreign investment increases competition in the host economy. The 
entry of a new firm in a nontradable sector increases industry output 
and reduces the domestic price, leading to a net improvement in wel- 
fare. 

Foreign investment typically results in increased domestic invest- 
ment. In an analysis of panel data for 58 developing countries, 
Bosworth and Collins (1999) found that about half of each dollar of 
capital inflow translates into an increase in domestic investment. 
However, when the capital inflows take the form of FDI, there is a 
near one-for-one relationship between the FDI and domestic invest- 
ment. 

Foreign investment gives advantages in terms of export market ac- 
cess arising from economies of scale in marketing of foreign firms or 
from their ability to gain market access abroad. Besides their contri- 
butions through joint ventures, foreign firms can serve as catalysts for 
other domestic exporters. In an empirical analysis, the probability a 
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domestic plant will export was found to be positively correlated with 
proximity to multinational firms (Aitken et al. 1997). 

(v) Foreign investment can aid in bridging a host country’s foreign ex- 
change gap. Two gaps may exist in the economy: insufficient saving 
to support capital accumulation to achieve a given growth target, and 
insufficient foreign exchange to purchase imports. Often investment 
requires imported inputs. If domestic savings are not sufficient, or 
face barriers in being converted to foreign exchange to acquire im- 
ports, domestic saving may not guarantee growth. Capital inflows 
help ensure that foreign exchange will be available to purchase im- 
ports for investment. 


However, capital inflows do not always increase welfare in the host coun- 
try. For example, when capital flows to an industry in which an existing firm has 
monopoly power in the world market, an increase in output from the new competi- 
tion lowers the price of the exportable, thus reducing the terms of trade and 
lowering welfare in the host country. Also, the benefits from foreign investment 
are usually evaluated under the assumption that host countries can absorb a large 
inflow of capital without large declines in its rate of return. But if capital grows 
much faster than the productivity of labor, its productivity will fall, which might 
reduce its rate of return significantly. 

Under full employment, a capital inflow that reduces the relative scarcity of 
capital and raises the productivity of labor in the host country can raise real wages 
across the board and reduce income disparity within the host country. However, 
the question of distribution also arises with respect to the sharing of gains between 
foreign capital and host countries’ factors. Traditionally, foreign investment was 
geared toward primary commodity exports. During the colonial period, for in- 
stance, foreign investment in Java was concentrated in tea and sugar export sectors 
and in Sumatra in rubber and palm oil exports. In some cases, this led to capacity 
expansion, productivity growth, declining prices of exportable commodities, and 
deterioration in the host country’s terms of trade, possibly leading to welfare 
losses. In addition, there are generally little spillovers to the rest of the host econ- 
omy from primary commodity production. The resulting view was that the gains 
from capital inflows favor the source economy more than the host economy. 

Many new foreign investments in developing countries are in process 
manufacturing because of lower labor costs, such as Nike’s shoe factories across 
developing Asia. The host countries often import unfinished components and ex- 
port finished goods or refined components for further processing elsewhere. While 
wages may rise across the board in host countries and reduce income disparity, in 
practice wages are likely to rise only for a small fraction of the labor force em- 
ployed by the foreign investor. By creating a favored local group, this can lead to 
greater income disparity within the host country. Generally, this favored group be- 


om 
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longs neither to the lowest nor highest income group. The result can be to improve 
the absolute and relative condition of workers within this favored group, in the 
process aggravating income inequality. Over time, however, and given a condu- 
cive policy environment, linkages and leakages emerge, creating a country 
reputation that influences other potential investors. The Singapore story is a case 
in point. 

A capital inflow can lead to a rise in the prices of nontradable goods and 
services relative to those of imported goods and services. If world demand for the 


_ country’s exports is perfectly price-elastic, the price of nontradables will rise rela- 


tive to the price of exports as well. Consequently, the change will affect the 
returns to factors that are used intensively in either tradable or nontradable sectors. 
Thus, a capital inflow-induced terms of trade effect may affect real income for any 
given level of real output, which may or may not be affected. 

When the price of nontradables rises relative to the prices of imports and 
exports, the “Dutch disease” may result, in which resources are drawn from pro- 
duction. of tradables to nontradables, and exports fall as the macroeconomy adjusts ` 
to a new equilibrium with corresponding changes in factor demand and prices. 
Distributional effects will result (Cooper 2002). 

When there are “lumpy” adjustment costs for new investment and there are 
economies of scale in the investment technology, trade openness can trigger dis- 
crete changes in the terms of trade and thereby lead to a discrete jump in the level 
of investment. However, it can also lead to boom-bust cycles of investment where 
multiple equilibria are supported by self-fulfilling expectations (Razin et al. 2002). 

As foreign investors search for the location that will provide the highest re- 
turns on their investment, they are often drawn to countries with abundant natural 
resources but low-quality institutions. Weak and inefficient institutions allow the 
extraction of natural resources at a pace faster than that required for sustainable 
development. As a result, ethnic communities are sometimes harmed as the envi- 
ronment, their main source of livelihood, is damaged or destroyed. Foreign 
investment-led growth also promotes western-style consumerism, which could 
have serious potential consequences on the health and food security of the host 
population (French 1998). 

Not all investments by MNCs lead to technology transfer and positive spill- 
overs. In their desire to protect the technology of the parent company, MNCs may 
limit the production of affiliates in host countries to low value-added activities, 
thereby reducing the scope for technical change and technological learning. 
MNCs may also restrict vertical integration by relying completely on foreign sup- 
pliers for their inputs. In some cases, MNCs, by their sheer size, can even 
eliminate competition by crowding out domestic producers. As integral parts of 
global value chains, MNCs have a built-in advantage (e.g., economies of scale and 
scope) over their local competitors. 
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No absolute consensus on the positive effects of FDI have been reached by 
all governments or the general public, reflecting differences in economic condi- 
tions, specific histories of utilizing FDI, cultural variation, and ideological 
differences. In particular, the policy framework plays an important role in deter- 
mining the effects of FDI on a recipient country. Increasing FDI across borders 
has increased the impact of FDI on national economies and the international econ- 
omy as a whole, with the widely held perception in Asia that the net effect was 
positive. This trend may therefore warrant increased attention toward the possible 
formation of international rules and enon governing FDI, either in the WTO 
framework or other forums. 


I. IMPORTANCE OF THE POLICY CONTEXT 


Whether, and the ways in which, FDI is beneficial or harmful to the host 
country depends on the context in which the investment takes place and in which 
the resulting economic activity operates. This is particularly true of the policy en- 
vironment in the recipient country and especially in that local area of the recipient 
country where the investment is located. It is also true of policies that may be in- 
ternal to the investing firm, such as transfer pricing. 

Most countries offer incentives to attract FDI. These often include tax con- 
cessions, tax holidays, tax credits, accelerated depreciation on plants and 
machinery, and export subsidies and import entitlements. Such incentives aim to 
attract FDI and channel foreign firms to desired locations, sectors, and activities. 
At the same time, most countries also regulate and limit the economic activities of 
foreign firms operating within their borders. Such regulations often include limita- 
tions on foreign equity ownership, local content requirements, local employment 
requirements, and minimum export requirements. These measures are designed to 
transfer benefits arising from the presence of foreign firms to the local economy. 
This “carrot and stick” approach has long been a feature of the regulatory frame- 
work governing FDI in host countries (McCulloch 1991). 

The growing evidence that investment can make significant contributions to 
domestic development has increased the proliferation of incentives to attract such 
FDI. Government action at the national level can enhance FDI prospects by sig- 
nificantly reducing the uncertainty, asymmetric information and related search 
costs, and other transactions costs (especially the amount of time and number of 
steps involved in acquiring approval) faced by foreign investors. 

Tax breaks and subsidies are also common, but generally influence invest- 
ment location decisions only at the margin. More important to most potential 
investors are the size and expected growth rate of the market that could be served, 
the long-term macroeconomic and political stability, supply of skilled or trainable 
workers, and modern transportation and communications infrastructure. Once 
these criteria are satisfied, then financial incentives may influence the investor’s 
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choice of suitable sites. More importantly, such incentives often create distortions 
and inefficiencies. Table 2 indicates the wide variety of both incentive-based 
measures and rules-based measures commonly used to attract FDI. By distorting 
the relative costs for other sectors and investment projects that are not targeted for 
incentives, such schemes typically discriminate against smaller and domestic in- 
vestors, as well as areas of actual or potential comparative advantage that are not 
recognized as such by policymakers. Perhaps of greatest concern, over time these 
actions contribute to the development of a governance system that lacks transpar- 
ency and accountability (JBICI 2002). Imperfect competition, which leads to FDI 
as opposed to exports, raises issues of national sovereignty and needs for competi- 
tion policy, as well as rent-seeking behavior among countries. 


Table 2. Foreign Investment Regime in the Host Economy: 
Main Types of Regulatory and Incentive Measures 


Types of Measures Examples 


Screening, admission, Closure of certain sectors, industries or activities to FDI 
establishment Minimum capital requirements 
Restrictions on modes of entry 
Admission to privatization bidding procedures 
Establishment of special zones (e.g., export processing zones) for 
FDI with legislation distinct from that governing the rest of the 
country 


Fiscal incentives Reduction in standard corporate income tax rate 
Tax holidays 
Reduction in social security contributions 
Accelerated depreciation allowances 
Duty exemptions and drawbacks 
Export tax exemptions 


Financial incentives Investment grants 
Subsidized credits 
Credit guarantee 


Other incentives Subsidized service fees (electricity, water, telecommunications, 
transportation, etc.) 
Subsidized designated infrastructure (e.g., commercial buildings) 
Preferential access to government contracts 
Closure of the market to further entry or granting of monopoly rights 


Performance Protection from import competition 
requirements Local content (value added) 
Minimum export shares 
Trade balancing 
Technology transfer 
Local equity participation 
Employment targets 
R&D requirements 
Source: JBICI (2002, 84). 
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Incentives and regulations are often closely linked, such as when the former 
are granted subject to conditions. For example, many countries allow foreign firms 
majority ownership on the condition that they export all or a significant proportion 
of their input. The length of tax holidays and the amount of tax credit granted of- 
ten depend on, among other things, the market orientation of the venture and the 
local content of the output (Ariff 1989). 

Arrangements that commit host country entities to purchase fixed quantities 
of output on a take-or-pay basis, and especially to pay in foreign currency, are 
common means of shifting risk from investors to the host government but can be 
detrimental to the host government. This was evident in Southeast Asia during the 
financial crisis when regional currencies depreciated sharply and swiftly but for- 
eign investments in infrastructure such as power plant investments in Indonesia 
and the Philippines were based on continuing repayments in United States (US) 
dollars at rates that did not take the depreciation into account. 

Too often, policies ostensibly designed to maximize net benefits of FDI for 
recipient economies have resulted in subscale manufacturing plants, frequently 
through mandated joint ventures, which are not allowed to source inputs freely 
and contribute little to the technological, social, or economic development of the 
country. Arrangements between foreign investors and host country authorities that 
block other new entrants to the industry or that inhibit alternative cheap sources of 
supply are also common but are generally not in the best interests of the host 
country. However, the host country can capture part of the rents from the scale 
economies through a licensing fee or an increase in factor prices in the export sec- 
tor as foreign firms bid up factor costs above the level sustained by the small 
domestic export industry. 

Incentives for the foreign investor and benefits for the host economy will be 
less when the investment is directed toward serving small and protected domestic 
markets.' The benefits to the host economy are greatest when international compa- 
nies can exploit economies of scale both locally and globally, and are continually 
driven to update their technologies and managerial practices in order to remain 
competitive. 

An investor will invest more of the latest proprietary technology and proce- 
dures when the investor feels it has the greatest control over protection of the 
proprietary content transferred through the investment and greatest freedom in its 
use. Restrictions such as forced sharing of technology through mandatory joint 
ventures, local content, or performance criteria reduce the incentives for the inves- 
tor to apply the most modern techniques and technologies, hindering integration 


‘Efforts to protect domestic markets offer an incentive to foreign investors to reap a 
secondary round of oligopoly rents from older technology. 


Æ. 
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into the global sourcing network of the parent company.” Subsidiaries have been 


- found to receive greater resources than partially licensed or owned or independent 


firms with lower transaction costs involved in technology transfer. Thus, multina- 
tional investment is found to be superior to direct licensing of technology to 
independent firms. Technology transfer and interchange of managers and techni- 
cians between parent and subsidiary firms have been found to be significantly 
higher for wholly owned subsidiaries than for joint venture partnerships or licen- 
sees (Ramachandran 1993). 

Hopes have faded that import-substituting industries benefiting from infant 
industry protection would grow to become globally competitive. So have hopes 
that domestic content and joint venture requirements for foreign investors would 
stimulate domestic supply chains. In fact, empirical evidence has accumulated in 
the 1990s that the reverse is actually more likely. Foreign direct investment facili- 
tates integration into international supply chains, allowing host economies to both 
increase efficiency of existing activities and to enter into new economic activities. 
Allowing wholly owned affiliates of foreign firms the freedom to source from 
wherever they consider most advantageous is more likely to lead to domestic sup- 
pliers achieving economies of scale and becoming integrated into global supply 
chains, often under the direct supervision of the foreign buyers. Foreign buyers 
have increasingly helped local suppliers to export first to sister plants and later to 
independent purchasers in order to lower the suppliers’ costs of production 
through economies of scale, thereby promoting contract manufacturing as a new 
infant industry development strategy. Externalities in adoption of production, 
quality control, and managerial processes (including export coaching) frequently 
spread vertically within the invested sector and eventually to other sectors in-the 
host economy (Moran 2002).* 

National level programs to promote the development of linkages between 
foreign-invested firms and domestic firms commonly include: 


(i) provision of market and business information; 

(ii) | matchmaking by such means as trade fairs or data bases; and 

(iii) support to local enterprises through provision of managerial and 
technical assistance, training, audits and, occasionally, by financial 
assistance or incentives (UNCTAD 2001, 183). 


The Economic Development Board of Singapore has successfully encour- 
aged foreign investors to voluntarily serve as scouts to identify promising local 


7On the other hand, voluntary joint ventures, to spread risk and increase market access, 
offer less disincentives for technology transfer, at least for more established technologies. 

However, the affiliates of foreign investors generally try to avoid horizontal technology 
transfers that may create greater competition for themselves. 
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suppliers and then contribute to vendor development. This sort of build-up strat- 
egy is most effective in a conducive economic environment, i.e., one that provides 
low inflation, a realistic exchange rate, rewards saving and investment, and en- 
courages legal and regulatory consistency (Moran 2002). Not only does the high 
return to capacity building pay off in terms of income, it attracts additional FDI in 
higher-skill areas, encouraging progression from lower to higher-skilled activities 
with consequent social improvements in worker treatment. 

With strengthened interest in human resource development and skill forma- 
tion in the context of FDI policy, many countries regulate the hiring of foreign 
workers and impose training requirements on foreign investors. Malaysia is one 
example that has provided incentive schemes to promote technical and vocational 
training (IBICI 2002). In general, attracting internationally mobile factors of pro- 
duction will increasingly require host countries to improve the quality of their 
immobile assets. 

Protection of intellectual property rights (IPR) also plays an important role 
in attracting advanced technology production processes. Weak intellectual prop- 
erty protection deters foreign investors in technology-intensive sectors that rely 
heavily on IPR, and encourages investors to undertake projects focusing on distri- 
bution rather than local production (Smarzynska 2002). - 

In the context of bilateral and multilateral trade and investment negotia- 
tions, most favored nation (MFN) treatment obliges the host country to offer 
equally advantageous investment conditions to potential investors from all treaty 
signatories. National treatment (nondiscrimination) requires the same treatment of 
both foreign and domestic investors. In terms of creating a level playing field as 
regards screening procedures for entry and the right of establishment as well as 
granting national treatment, Latin American countries appear to have implemented 
a more liberal legal framework than the larger developing Asian markets (JBICI 
2002). 

In addition to national policies, bilateral agreements also shape FDI policy 
frameworks. Over 1,900 bilateral investment treaties (BITs) and 2,100 double 
taxation treaties were in effect by the end of 2000 (UNCTAD 2001). These BITs 
generally contain binding commitments on expropriation, transfer of funds, and 
compensation due to armed conflict or political instability. These commitments 
are provided on a national treatment or MFN basis. Disagreements between for- 
eign investors and the host government are usually referred to private arbitration 
centers of the International Chamber of Commerce or the World Bank’s Interna- 
tional Centre for Settlement of Investment Disputes.’ 


*While private sector arbitration mechanisms have generally worked satisfactorily so far, 
it raises the potential for political disagreements in that a sovereign judicial system can be 
overruled by an arbitration panel that is unelected and usually operates with little transparency. 
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In the multilateral context, the General Agreement on Tariffs and Trade 
(GATTY/WTO has stipulated certain rules related to trade-related investment 
measures (TRIMs). TRIMs are a subset of the incentives and regulations designed 
to influence FDI. Broadly speaking, they consist of incentives and regulations 
deemed to have a direct impact on international trade. The most common TRIMs 
are local content requirements and export performance requirements. Local con- 
tent provisions require foreign firms to purchase a specific proportion of their 
inputs from local rather than foreign sources. Failure to comply with this regula- 
tion may result in increased tariffs on imported inputs. Trade balancing measures 
are also considered to be TRIMS. In this case, governments impose restrictions on 
the import of inputs by a corporation, or limit the import of inputs in relation to 
the level of exports of the firm. Some foreign exchange balancing requirements 
impose a similar scheme whereby a corporation’s permitted imports are tied to the 
value of its exports so that there is net foreign exchange earning. Another measure 
used is denying foreign corporations access to the host country markets. 

There appears to be increasing acceptance that liberal policy regimes in 
most industries bring the highest benefits to host countries. FDI policies can be 
put in place at both national and international levels. However, FDI policies are 
predominantly national rather than international at present. There is still much dis- 
agreement on forming and implementing an international agreement in the WTO, 
as shown by the discussion in the following section. 


IV. THE TRIMs AGREEMENT’, WTO NEGOTIATIONS, 
AND FOREIGN INVESTMENT 


A. The Agreement on Trade-Related Investment Measures 
(TRIMs Agreement) 


The principal multilateral agreement on FDI, the TRIMs Agreement, was 
formulated in the Uruguay Round of the GATT, the forerunner of the WTO. This 
agreement was designed to address certain issues relating to investment policies in 
the multilateral framework. Formal consideration of TRIMs in a GATT forum was 
a long time in coming. The Uruguay Round of GATT was the first attempt to for- 


mulate an agreement covering trade and investment (Table 3). 


“It is important to distinguish between TRIMs and the Agreement on TRIMs. TRIMs 
refer to certain measures taken by host countries to regulate/encourage FDI that have a direct 
impact on trade. The TRIMs agreement refers to the GATT/WTO agreement that deals with 
TRIMs. 
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Table 3. Multilateral Trade Negotiation Rounds 


Kennedy Round 1964-1967 
Tokyo Round 1973-1979 
Uruguay Round 1986-1994 
Doha Round 2001- 


A combination of factors led to the inclusion of foreign investment in the 
work program of the Uruguay Round negotiations. There was a changing percep- 
tion of the role of FDI in development. Foreign investment had become 
increasingly important. Perceptions had also moved from initial anxiety to a more 
welcoming stance. The US-Canada dispute over Canada’s application of perform- 
ance measures on foreign firms around this time also facilitated debate on the 
linkages between GATT rules and foreign investment policy (Bora 2001). 

The TRIMs Agreement recognizes that certain investment measures distort 
trade and that these distortions are not consistent with GATT principles. Export 
subsidies, import entitlements, minimum export requirements, and local content 
requirements directly affect volumes and prices of imports and exports, and in 
some cases the composition of trade. For example, local content requirements 
mean that imports are treated less favorably than domestic inputs, violating the na- 
tional treatment principle of the GATT. The trade-balancing requirement that 
limits the quantity of imported products that can be used if an MNC does not meet 
its export target also violates national treatment obligations. Incentives geared to 
attracting FDI, such as tax incentives, may also influence trade flows in that they 
can persuade firms to favor FDI over exports as a method of foreign market pene- 
tration. As such, the inclusion of TRIMs on the agenda of the Uruguay Round of 
multilateral trade negotiations was favored and considered legitimate by devel- 
oped countries (Balasubramanyam 1991). 

Despite this, only a brief TRIMs Agreement was put into effect on 
1 January 1995 after a lengthy debate. The TRIMs Agreement included the fol- 
lowing terms: 


(i) It would only cover regulations and requirements imposed on foreign 
investors’ that directly impinged on international trade flows. 

(ii) Its coverage “applies to investment measures related to trade in goods 
only.” This meant that it excludes investment incentives and many 
performance requirements. Furthermore, services are covered by the 
WTO General Agreement on Trade in Services (GATS), and export 
subsidies are covered in the Subsidies Agreement. As such, technol- 


As noted below, the TRIMs Agreement does not define “investment” and “investors” 
and can therefore be considered nationality-neutral. But the general perception is that the 
agreement mainly governs FDI. 


„Al 


(iii) 


(iv) 


(v) 


(vi) 


(vii) 


(viii) 
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ogy transfer requirements, licensing requirements, and joint venture 
requirements are not included in the TRIMs Agreement. One aspect 
of the agreement that has received much attention from academics 
and policymakers is export performance requirements, which is not 
actually part of the annexed list of the TRIMs Agreement. There has 
been ongoing debate about whether or not the list should be extended 
to prohibit this policy. 

The central provision prohibits trade-distorting investment measures 
subject to GATT Article III (national treatment) or Article XI (elimi- 
nation of quantitative restrictions). Measures specifically identified as 
inconsistent with Articles IIT and XI include provisions for local con- 
tent, trade balancing, import substitution, foreign exchange, and 
export limitation requirements. 

The Agreement sets out deadlines for removing trade-related invest- 
ment measures. Member states were given 90 days from 1 January 
1995 to notify the Council for Trade in Goods of all measures that 
did not conform with the Agreement. They were then given a “transi- 
tion period” to eliminate their notified TRIMs. A member’s level of 
development determined the length of time it was given to eliminate 
TRIMs. Developed members were allowed two years, developing 
countries were given five years, and least-developed countries were 
given seven years. 

There was provision for developing and least-developed countries to 
apply for an extension of the transition period. Ten WTO members 
have so far submitted transitional period extension requests. The re- 
quests range from less than a year for Chile to seven years for 
Pakistan. 

An allowance was made for developing country members to deviate 
temporarily from the provisions of the obligations as, for example, 
under the Balance-of-Payments Provisions of GATT 1994. The 
waiver of an obligation will be granted providing that three fourths of 
the Members agree. 

Arrangements were made for the Agreement to be overseen by the 
WTO Council for Trade in Goods, with the WTO dispute settlement 
mechanism to apply to the TRIMs Agreement. A review of the opera- 
tion of the Agreement took place in 2000, five years after its entry 
into force. : 

The Agreement did not provide an explicit definition of TRIMs. Nor 
did it define “investment.” Instead, it provides an Illustrative List in 
the Annex with examples of laws, policies, or regulations that are 
considered as TRIMs and are deemed to violate GATT Articles II 
and XI. 
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All developing countries were to have implemented the TRIMs Agreement 
and eliminated their relevant regulations by 1 January 2000. Twenty-six develop- 
ing country members with widely varying economic characteristics gave notice 
that at that time they still had a variety of policies in existence, however. Most of 
the policies related to the auto industry or the agro-food industry. The policies 
overwhelmingly adopted by these countries were local content schemes. The sec- 
ond most frequently notified type of TRIMs was foreign exchange balancing 
requirements (Bora 2001). 

A number of countries requested extensions of the transition period. Argen- 
tina, Malaysia, Philippines, and Thailand cited financial crises that added to their 
structural adjustment problems as a major factor behind their extension requests. 
Colombia and Pakistan cited specific development reasons for their extension re- 
quests. Colombia detailed difficulties in transforming its economic model, 
especially in terms of developing substitutes for illegal crops. They argued this 
would require domestic absorption, or local content policy, to ensure that farmers 
are able to sell their produce. Pakistan’s request suggests that opening its economy 
to import competition would not allow it to exploit domestic resources optimally, 
to promote the transfer of technology, or to promote employment and domestic 
linkages. Another reason cited for an extension request was inconsistency between 
preferential trade agreements and multilateral obligations (Bora 2001).’ 

Since 1995, TRIMs obligations of new members on accession to the WTO 
depend on the terms of their accession. So far, all acceding countries have agreed 
to implement the TRIMs Agreement upon accession regardless of whether they 
are developing countries or not. 


B. Evaluation of the TRIMs Agreement 


The current TRIMs Agreement resulted from a compromise. During the 
Uruguay Round discussion, developed countries, including the European Union 
(EUV), Japan, and US initially proposed to establish a comprehensive agreement on . 
investment. Their proposed framework covered a wide range of areas such as 
technology transfer requirements, restrictions on the transfer of profits overseas, 
controls on foreign exchange flows, government reviews of foreign investment 
performance, and nationalization. This plan faced strong resistance from the gov- 
ernments of developing countries. Brazil and India maintained that investment 
was outside the GATT’s competence, while other developing countries tended to 


TArgentina’s request stated specifically that negotiations within the context of the 
MERCOSUR Common Automotive Policy were important. Mexico did not specifically mention 
the North American Free Trade Agreement (NAFTA) in their request, but it has been noted that 
there is an inconsistency in the phaseout period for TRIMs between NAFTA and the WTO. 


wd. 
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take a defensive position with regard to TRIMs (Ariff 1989). In particular, many 
developing countries resisted the extent to which market access for foreign firms 
would be included. The result was that negotiations focused on policies that ap- 
plied to the operations of foreign firms. Even then, negotiation still proved to be 
difficult. Since the enactment of the Agreement, the main focus has been on the 
trade effect of local content and export performance requirements. 

The remarkable brevity of the TRIMs Agreement in relation to the compli- 
cated issues it covers warrants greater attention. It is indeed extraordinary to have 
an agreement that is so brief. The brevity of the TRIMs Agreement is a manifesta- 
tion of the divisions that emerged between developed and developing countries. 
This lack of consensus also explains the vague nature of elements of the agree- 
ment. The current TRIMs Agreement does not contain a basic definition of 
investment. This requires clarification, as the definition of investment has pro- 
found implications for the scope and coverage of the Agreement. The definition of 
investment in the draft OECD Multilateral Agreement on Investment, for example, 
goes far beyond the traditional notion of FDI to include portfolio investment, debt 
capital, intellectual property rights, and various forms of tangible or intangible as- 
sets (Ganesan 1998). 

Bora (2001) summarizes a few other areas where confusion might arise. Be- 


- cause the TRIMs Agreement did not introduce a new vocabulary in the context of 


disciplining policies, and instead refers to the GATT articles, there has been some 
confusion whether or not a policy that violated GATT articles automatically vio- 
lates the TRIMs Agreement. As the TRIMs Agreement is a stand-alone agreement, 
it needs to be interpreted independently of the GATT rules. However, since it is 
independent, many developing countries question whether it goes beyond GATT 
rules. 

The TRIMs Agreement covers measures related to foreign investment ac- 
cording to their impact on trade. However, since nothing in the TRIMs Agreement 
suggests that the nationality of the ownership of enterprises is an element in decid- 
ing whether that measure is covered by the Agreement, the TRIMs Agreement ts 
not confined to policies targeting foreign firms. It is in fact ownership-neutral. 
However, some argue that the TRIMs Agreement is basically designed to govern 
and provide a level playing field for foreign investment and that therefore meas- 
ures relating to internal taxes or subsides cannot be construed to be trade-related 
investment measures. 

There is also no well-defined phase in place to bring laws into conformity 
for members that notify under the TRIMs Agreement. Members are under no obli- 
gation to respond in detail. This has caused some implementation difficulties. 
None of the notifying countries have developed either an implementation plan or 
identified alternative policies that could be used to achieve this objective. 

TRIMs are typically used in conjunction with a number of other policies. 
One aspect, which was not taken into account during the Uruguay Round negotia- 
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tions, was how the removal of certain TRIMs without addressing companion poli- 
cies would affect trade. For example, local content schemes are usually combined 
with a subsidy. The TRIMs Agreement disciplines trade policy, but not incentives. 
Views are still divided on how to deal with both incentives and regulations. 

Ambiguity in the wording of the TRIMs Agreement has made the interpre- 
tation of obligations difficult. Some developing countries’ lack of capacity to fully 
understand the scope and implications of these obligations has exacerbated this 
problem. These problems have also created a tension between the generally ac- 
cepted notion of efficiency and the broader definition of development. Some work 
to clarify these issues has been done recently by the WTO Council for Trade in 
Goods, but solving these problems will require much time and effort (Bora 2001). 

The current TRIMs Agreement relies on the state-to-state mechanisms of 
the WTO for dispute settlement and arbitration under which, for example, a dis- 
pute settlement panel is established and makes its judgment. Some argue that it is 
necessary to establish investor-to-state mechanisms to ensure investors receive a 
hearing (Moran 2002). 

Believing the existing TRIMs Agreement to be inadequate, developed coun- 
try parties such as EU, Japan, and US largely view it as a mechanism for removing 
performance requirements on foreign investment (Greenfield 2001). Still, the 
Agreement represents a step forward in ensuring that countries are all subject to 
the same rules respecting the use of certain investment-related performance re- 
quirements. Although most FDI has occurred between developed countries, the 
Agreement has allowed investment issues to be discussed in the context of multi- 
lateral negotiations. These discussions have been continued through the Working 
Group on Trade and Investment where members have further assessed the linkages 
between trade, FDI, and development (Bora 2001). It has also allowed disputes 
between member states to be settled in the WTO context, and has enforced GATT 
provisions. 


C. The Ongoing Divide Regarding Negotiating an Investment 
Agreement in the WTO 


Investment was again put on the agenda for the WTO Doha Round. Invest- 
ment, competition policy, transparency in government procurement, and trade 
facilitation have been labeled the “Singapore issues”, following the WTO work 
program in the 1996 Singapore Ministerial Declaration (Table 4). The Doha Dec- 
laration continues to attach the usual operational qualifications of “trade-related 
aspects only” for investment and competition policy. 
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Table 4. WTO Ministerial Meetings 


Cancun, Mexico 10-14 September 2003 

Doha, Qatar 9-13 November 2001 

Seattle, US l 30 November-3 December 1999 
Geneva, Switzerland 18-20 May 1998 

Singapore 9-13 December 1996 


Considerable divisions have existed between developed and developing 
countries on investment-related issues in the WTO framework. Since the agree- 
ment came into effect in 1995, operational details have caused contention between 
developed and developing countries. Some developing members argue that they 
lack the capacity to’ identify measures that are inconsistent with the TRIMs 
Agreement and hence are unable to meet notification deadlines set out for the tran- 
sition periods. In some cases, members that did notify do not appear prepared to 
meet the deadlines. Many members implemented strategies that seemingly ad- 
dressed the implications of compliance for the affected industries, but did not 
actually implement alternative policies.’ 

Furthermore, governments of developing countries have argued that the 
process for negotiating extensions to the duration of transition periods should be 
undertaken through a multilateral framework.’ In contrast, EU, Japan, and US ar- 
gued that requests for deadline extensions should only be considered on a “case- 
by-case” basis and should be negotiated bilaterally (Greenfield 2001). The bilat- 
eral nature of this process has caused concern among developing country 
governments that the developed countries could use the threat of rejecting requests 
for an extension as bargaining leverage against developing countries. Since the 
1999 Seattle talks, the WTO Council for Trade in Goods has held several meet- 
ings to resolve the dispute over extension procedures. This was partly resolved in 
- July 2000 when it was decided that the Council chair would oversee multilateral 
negotiations. However, requests will still be dealt with on a case-by-case basis and 
are open to bilateral pressure from EU, Japan, and US. 

The extremely brief preamble of the TRIMs Agreement states that it takes 
into account the trade, development, and financial needs of developing countries. 
Some applications for extensions cited the financial crises that hit East Asia and 


®Implementation is difficult in some cases. For example, Romania had a legally binding 
contract between the government and a firm that included a policy not in compliance with the 
TRIMs Agreement, but the removal of this would have had legal consequences for the national 
government. 

"This position was advanced by the governments of Brazil, Malaysia, Mexico, and 
Pakistan. , 
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Latin America. However, some developed countries argue that structural adjust- 
ment should not be considered a defense, as this is part of any obligation to 
liberalize. 

More fundamentally, several developing counties are of the view that 
TRIMs and other investment measures are domestic investment issues that should 
therefore not involve GATT/WTO officials. They also assert that the mandate of 
the GATT and WTO is confined to trade and does not extend to investment. Some 
fear they would be deprived of a major means of exercising control over foreign 
firms operating locally if their right to impose TRIMs or other investment meas- 
ures were removed. Some developing countries consider that policies such as 
domestic content requirements are essential policy tools for industrialization. They 
believe developing countries should be allowed to use TRIMs and other invest- 
ment measures flexibly in pursuit of developmental objectives because each 
country’s unique needs and circumstances require sufficient freedom and flexibil- 
ity to pursue one’s own policies. They are of the view that, although the TRIMs 
Agreement established uniform obligations for all members, it does not take ac- 
count of structural inequalities and disparities in levels of development; 
technological capabilities; or social, regional, and environmental conditions 
among them, nor incorporate a meaningful development dimension. A legally 
binding treaty on foreign investment would reduce the degree of flexibility avail- 
able (Ganesan 1998). | 

Many developing countries continue to object to the inclusion of investment 
and other Singapore issues in the Doha Round negotiating agenda.’ Panagariya 
(2001) points out a number of major factors behind objections to a multilateral 
agreement on investment by developing countries. These include asymmetries in 
the obligations they must undertake in these areas and in the distribution of bene- 
fits, limited capacity to negotiate, and limited resources for implementation. 

A major reason for their reluctance is that liberalization of investment is 
more constrained by political factors than by trade."’ Many developing countries 
find political sensitivities demand discretion in how investment liberalization pro- 
ceeds. Investment is a sensitive issue in terms of national sovereignty, and this 
adds another dimension to policies aimed at controlling the extent and character of 
foreign production within a nation’s own borders (McCulloch 1991). Concerns re- 
lating to national sovereignty tend to figure prominently in cases of foreign direct 


These countries include Egypt, India, Indonesia, Kenya, Malaysia, Nigeria, Pakistan, 
Sri Lanka, Tanzania, and Thailand. i 

HPanagariya (2001) pointed out that trade is generally easier to liberalize than 
investment, which is easier to liberalize than labor flows. Within trade, goods trade is easier to 
liberalize than services trade. Within investment, FDI is easier to liberalize than portfolio 
investment. And within labor, opening up to immigration of skilled labor is easier than to 
unskilled labor. 


a) 
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investment. This arises from the fact that direct investment means long-term own- 
ership and control over assets, resources, and enterprises. 

A second reason is that many developing countries wish to ensure a degree 
of certainty that the benefits of a future agreement outweigh the risks of trade 
sanctions before they are willing to commit to negotiations. Third, many develop- 
ing countries lack the capacity to negotiate effectively on a wide-ranging agenda. 
The problem is not merely one of financial resources, but also involves such fac- 
tors as human resources. Based on their experience with the Uruguay Round 
Agreement, some developing countries fear that they will fail to implement the 
negotiated agreements in a timely fashion and then be left exposed to the risk of 
trade sanctions. Furthermore, since developed countries already meet the stan- 
dards likely to be negotiated with respect to the Singapore issues, liberalization in 
these areas places a proportionately greater burden on developing countries. The 
use of TRIMs and other investment regulations tends to be relatively high in de- 
veloping countries. Moreover, from the national standpoint, it is not clear that the 
implementation of these agreements on a priority basis represents the best use of 
the limited resources and political goodwill available to the governments. 

This raft of concerns explains the ongoing reluctance of some developing 
countries to negotiate on investment in the WTO framework. A month prior to the 


-Seattle WTO talks the Indian government argued for the TRIMs Agreement to be 


substantially revised and circulated a set of proposals on behalf of Cuba, Domini- 
can Republic, Egypt, El Salvador, Honduras, Indonesia, Malaysia, Nigeria, 
Pakistan, Sri Lanka, and Uganda with this end in mind. The proposal even went as 
far as stating that “developing countries should be exempted from the disciplines 
on the application of domestic content requirement by providing for an enabling 
provision in Article 2 or Article 4 to this effect.” It challenged the existing WTO 
TRIMs mechanism and its possible restriction of developing countries’ capacity 
for national development (Greenfield 2001). 

At the Doha Ministerial Conference, a number of countries continued to 
state that the use of domestic content requirements constitutes an extremely useful 
policy tool that effectively links FDI with domestic economic activities, and acts 
as an important instrument in the development process in several other ways. They 
also stated that joint venture requirements encourage indigenization. Some coun- 
tries have questioned the equity of requiring a more rapid pace of implementation 
for developing countries than that accepted by developed countries in other Uru- 
guay Round/WTO trade obligations. Other countries have been concerned about 
the dislocations and difficult adjustments that will be forced on uncompetitive 
firms and workers. The tone has suggested that some developing country authori- 
ties might wish to reopen the TRIMs Agreement (Moran 2002). 

To date, it is still unclear whether the Doha Round will negotiate invest- 
ment-related issues, and what form and scope the negotiations will take if they do 
proceed. Furthermore, it is not clear whether any new talks center around exten- 
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sion of the TRIMs agreement, or a new comprehensive multilateral investment 
agreement will be considered. This reflects the continuing differences of opinions 
between developing and developed countries. The next subsection explores some 
issues that might arise in future negotiations. 


D. Issues in Trade and Investment for Future Negotiations 


A new round of multilateral trade negotiations was launched at the Fourth 
Session of the Ministerial Conference of the WTO held in Doha, Qatar, in No- 
vember 2001. The Session also set up a Work Program that includes a negotiating 
agenda and steps for meeting the challenges facing the multilateral trading system. 
Despite this, the content, priorities, and points of contention that might emerge in 
the Doha Round remain far from certain. 

The Doha Ministerial Declaration identified seven items with a clear nego- 
tiating mandate when it launched the Doha Work Program: implementation; 
agriculture; services; market access for nonagricultural products; trade and envi- 
ronment; WTO rules including antidumping, subsidies and countervailing 
measures, and provisions for regional trade agreements; and TRIPS and dispute 
settlement. However, investment and other Singapore issues were excluded from 
this list and only considered as a study program. 

The Uruguay Round demonstrated that the inclusion of investment policies 
in the GATT/WTO negotiation agenda is a contentious issue for many. The inclu- 
sion of TRIMs in the Uruguay Round negotiations was a major break with past 
practice and was strongly opposed by some capital-importing developing coun- 
tries. The creation of a WTO Working Group on Trade and Investment at the 
WTO Ministerial meeting in Singapore in 1996 also encountered strong opposi- 
tion from developing countries. Despite this, the Working Group was given the 
task of drafting investment rules under the WTO regime. This has been regarded 
as having ushered in a new round of negotiations on investment under the aus- 
pices of the WTO. The Uruguay Round experience and the more recent Singapore 
Ministerial Declaration indicate that it will not be easy for the new WTO round to 
totally dismiss investment issues. However, investment is still a divisive issue, 
most noticeably between developed and developing countries. 

At Doha, India took the position that according to the Singapore Declara- 
tion, negotiations on the Singapore issues could not be launched without a clear 
consensus. In Paragraphs 20 and 22 of the Doha Declaration (WTO 2001), trade 
ministers agreed “that negotiations will take place after the Fifth Session of the 
Ministerial Conference [in Cancun, Mexico, in September 2003] on the basis of a 
decision to be taken, by explicit consensus, at that session on the modalities of ne- 
gotiations” (Paragraph 20). Given the difficulties in reaching consensus, there 
remains uncertainty as to whether negotiations on the Singapore issues, including 
TRIMs, will take place as part of the Doha Round. 
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The Doha Declaration does not spell out the scope for potential negotiations 
on trade and investment. The Declaration asks the Working Group on the Rela- 
tionship between Trade and Investment to focus on a wide range of topics 
including scope and definition, transparency, nondiscrimination, modalities for 
pre-establishment commitments based on a GATS-type positive-list approach, de- 
velopment provisions, exceptions and _ balance-of-payments safeguards, 
consultation, and settlement of disputes between Members. The framework is in- 
tended to reflect the interests of home and host countries in a balanced manner and 
to take account of the development policies and objectives of host governments as 
well as their right to regulate in the public interest (WTO 2001, Paragraph 22). 
The September 2003 Ministerial Conference in Cancun, Mexico, is expected to be 
characterized by rigorous debate on the structure and content of subsequent trade 
and investment negotiations. 

While broad trends about the future direction of negotiations on investment 
can be discerned, many uncertainties remain. It is still not clear how the negotia- 
tions will evolve. There is no agreement so far either among developed countries, 
or between developed countries and developing countries. For example, the US 
accorded high priority to electronic commerce and labor standards. The EU, on the 
other hand, attaches more importance to investment and competition policy (Srini- 
vasan 2002). Given the complexity and sensitivity of the issues involved, the 
negotiation of a comprehensive investment package will be difficult. 

Bora (2001) outlines three possibilities for what will emerge for TRIMs. 
The first is the establishment of a comprehensive agenda as envisaged in the origi- 
nal mandate drafted at Punta del Este in 1986. Such a package would include an 
instrument that deals with both market access issues and establishment and per- 
formance requirements. While this approach would consider the existing TRIMs 
Agreement as a basic framework, it will also seek to transform it into a more com- 
prehensive framework. The European Union had articulated this view in the 
context of preparations for the Seattle Ministerial meeting, but was opposed by 
many developing countries. Another option would be to renovate the existing 
framework by adding an extension or minor changes, such as extending or modi- 
fying the list contained in the annex. This option may also prove to be a difficult 
path for negotiation, as the debate about trade effects of investment measures has 
not been resolved. Furthermore, adding more examples of TRIMs to the Illustra- 
tive List will add to the uncertainty about which aspects of an industrial policy can 
or will be challenged in the WTO. The third approach could be to leave the 
TRIMs Agreement as it is until all WTO members have completed implementing 
their obligations. This standstill approach may be acceptable to countries that re- 
quested extensions of their transition periods, but is unlikely to receive much 
support from developed country members and perhaps a significant majority of 
developing country members that have faithfully implemented their obligations. 
Furthermore, given that there is now an agreement on almost all outstanding im- 


24 ASIAN DEVELOPMENT REVIEW 


plementation issues, it will be difficult to make the case that the status quo is suf- 
ficient. 
While none of these possibilities will be brought about easily, the Uruguay 
Round experience shows that countries can make progress even without a clearly 
defined agenda at the outset of negotiations. Countries need to anticipate various 
options that could emerge. Good preparation will allow more progress during the 
negotiation process. Observed investment measures are often the end result of a 
bargaining process, and understanding these issues has important implications for 
the subsequent possible trade and investment negotiations. Some issues that may 
be of importance to developing countries are considered below. 


1. Bargaining Strategies 


Panagariya (2001) points out that developing countries have limited bar- 
gaining power due to their limited share of world markets, large numbers with few 
large players, varying levels of income, and diverse policy regimes they pursue. 
These characteristics make the development of common positions and common 
bargaining strategies among them difficult, and create incentives for free riding. In 
contrast, developed countries typically have much larger bargaining power, given 
their large share of world trade. Also, since a small number of them—EU, Japan, 
and US—are very large, they are better able to solve the free-rider problem by ne- 
gotiation. 

Given the heterogeneity of developing countries, the impact and implica- 
tions of any multilateral agreement will vary widely among them. Nearly 90 
percent of the flows to developing countries have been received by only about 20 
countries, of which the People’s Republic of China alone has received over one 
third. These differences mean that developing countries have limited common 
ground and find it difficult to act collectively, rendering consensus extremely dif- 
ficult (Ganesan 1998). 

Nevertheless, a number of strategies to enhance developing countries’ nego- 
tiating power are available. Developing countries need to think strategically prior 
to negotiations to define a realistic negotiating position. Developing countries also 
need to build their research capacity at least to the point that they can astutely as- 
sess the studies done by outside researchers. They must also invest resources in 
disseminating research to other countries to make their case more forcefully and to 
gain widespread acceptance. It is similarly important that developing countries try 
to evolve a collective or common stand on key issues where their interests coin- 
cide with each other. In some cases, their interests also overlap with the concerns 
of more developed countries (Panagariya 2001). 
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2. Isa WTO Agreement on Investment Necessary? 


Mundell (1957) argued that free trade is a substitute for factor movements, 
so that in the presence of free trade there would be little or no FDI. By this logic, 
there would be no need for TRIMs in the absence of FDI, if the latter were due to 
free factor movements. Ariff (1989) also argued that TRIMs only arise because of 
pre-existing distortions. Such distortions make domestic market orientation an at- 
tractive proposition to foreign investors. TRIMs and other foreign investment 
regulations would become largely a nonissue if liberalization succeeded in dis- 
mantling tariff and nontariff barriers to trade. For example, local content 
requirements tend to raise production costs and render final products uncompeti- 
tive. A local content program can only be sustained behind protectionist walls. 
Similarly, elimination of protection will diminish the need for export incentives. 
Therefore, the more successful the WTO is in trade liberalization, the less it will 
need to worry about an investment agreement. This raises two questions: should 
liberalization focus on trade, and is an agreement on TRIMs or a broader invest- 
ment agreement needed? 

The reality is that trade and FDI coexist. Impediments to trade are a factor 
in the growth of FDI, but other market imperfections also have important influ- 
ences on the decisions of firms to invest abroad. Real market conditions seldom 
approximate the free trade model. Oligopoly rather than perfect competition is a 
characteristic of many market structures in which foreign firms operate, and these 
firms have considerable discretion over the choice of market in which they operate 
(Balasubramanyam 1991). Even for trade barriers, it would be unrealistic to as- 
sume that all trade barriers will disappear soon. In these circumstances, TRIMs 
and other restrictions on foreign investment, as well as incentives to promote it, 
may exist for a long time. 

Despite different views on the relationship between trade, trade barriers, 
and foreign investment, it is important to acknowledge that problems of barriers or 
incentives on foreign investment partly result from the incomplete liberalization of 
trade. For example, without tariffs, quotas, and other import barriers, there would 
be less rent to extract and thus less scope for performance requirements. Thus, 
trade liberalization can also induce more liberal investment regimes. 

Nevertheless, an agreement on investment may strengthen the investment 
climate of host countries and also contribute to trade liberalization. Foreign in- 
vestment and trade are not necessarily substitutes for each other. Often they have a 
complementary relationship. Effects of restrictions on trade or investment are em- 
pirically indistinguishable from one another. Barriers to investment therefore need 
to be reduced under multilateral disciplines, just as barriers to trade have been re- 
duced under GATT/WTO rules. As with the multilateral trade rules introduced 
through the Uruguay Round, a multilateral framework of rules may be necessary 
for investment in order to cope with the dynamics of an ongoing integration of the 
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world economy (Ganesan 1998). In recent years, TRIMs have been reduced or 
dismantled as the TRIMs Agreement is implemented. Such measures have also 
been reduced as countries carry out economic reform and liberalization. The re- 
duction and elimination of TRIMs is a strong argument for the establishment of a 
more comprehensive multilateral investment agreement. 


3. Is WTO the Right Forum for Discussing Investment Issues? 


The question of whether the WTO is the best forum for discussion of issues 
related to foreign investment continues to be controversial. A number of regional 
investment packages have been negotiated or completed outside the WTO frame- 
work. From 1995 to 1998 OECD member countries negotiated unsuccessfully to 
establish a Multilateral Agreement on Investment. FDI-related regulation is also 
dealt with by the United Nations Conference on Trade and Development, and the 
International Centre for Settlement of Investment Disputes. The North American 
Free Trade Agreement (NAFTA) also contains a comprehensive investment pack- 
age. 

Despite this, Ganesan (1998) argues that the best forum for developing 
countries to pursue the multilateral route is the WTO. The WTO would enable de- 
veloping countries to negotiate a “bottom-up” approach for dealing with 
investment issues that would take into account some special concerns of develop- 
ing countries. The WTO route would ensure that all developing country members 
are party to the Agreement thereby eliminating the possibility of any nonsignatory 
member country being at a resulting competitive advantage or disadvantage. It 
would also ensure coherence between the Agreement on Investment and other 
WTO agreements. Thus, negotiations in the WTO would provide room for balanc- 
ing the needs of developed and developing countries. 


4. Should an Agreement on Investment be Used as a Bargaining Tool? 


Some argue that the Uruguay Round was biased against developing coun- 
tries. For example, the Cairns Group, which includes a number of developing 
countries from Southeast Asia and Latin America with high potential for agricul- 
tural exports, had expected the Uruguay Round Agreement on Agriculture to 
deliver significantly increased market access for its member countries’ farm prod- 
ucts. This expectation was not realized. In the area of market access in industrial 
products, developing countries cut their tariffs more deeply than developed coun- 
tries (Finger and Schuknecht 1999). Developing countries also complained that 
the growth in quotas during the transition had been inadequate. In new areas such 
as intellectual property, developing countries were required to adopt standards al- 
ready prevalent in developed countries. This means they had to undertake more 
adjustment procedures. 
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The Doha Round aims to balance the benefits more in favor of developing 
countries. Some argue that a comprehensive new WTO round with a broad agenda 
would offer many options and trade-offs with greater potential gains for the par- 
ticipants. The conflict over the agreement on foreign investment can be used to 
highlight imbalances within the WTO regime. It can be used to balance com- 
plaints from developing countries about the scaling down of protection in the 
textiles and garments and agricultural sectors, removal of trade barriers against the 
poorest countries, intellectual property, tariff peaks and escalation, TRIPS, Dis- 
pute Settlement Mechanisms, Antidumping Measures and Safeguard Actions, and 
the decision making process of the WTO. 

Developing countries’ relative weakness in negotiation resources means 
that developed nations have a greater role to play and more responsibility in ensur- 
ing a successful outcome for the Doha Round. The weakness of developing 
countries at the negotiating table is ultimately a weakness of the international sys- 
tem. In one sense, it is in the interest of rich countries to make the system more 
equal. After all, if the playing field is unequal, then (1) it is likely to give poor re- 
sults, and (ii) the weaker players will be unhappy, and often will not want to play. 
So if developed nations want to see good international systems for negotiations, 
they need to consider how to make the processes more satisfactory from the point 
of view of developing countries. l 


5. Is an Investment Agreement a North-South Divide? 


Industrialized countries are still overwhelmingly the main source of FDI. 
Increasingly, however, capital moves not only between developed and developing 
countries, but also between developed countries. By the mid-1980s, the US had 
emerged as the world’s largest host country in terms of the total value of inward 
FDI. Thus, developed countries represent both major sources of, and hosts for, 
FDI. The increased extent of intra-industry FDI among the industrialized nations 
blurs the distinction, at least among industrial nations, between host and source 
countries. The investment issue thus is of interest to developed countries as both 
suppliers and recipients of FDI. Developing countries are mainly recipients of 
FDI. But a number of developing countries, for example, Hong Kong, China; Re- 
public of Korea; Singapore; and Taipei,China have undertaken investment abroad. 
Thus for some developing countries, the stake or interest in the TRIMs and other 
investment issues may be more similar to that of their developed counterparts. 

There are different views between and within developed and developing na- 
tions. For example, given their generally open capital markets, relatively higher 
income levels, and preoccupation with agricultural liberalization, countries in 
Latin America were not particularly opposed to negotiation of TRIMs. Much of 
the opposition derives from countries in Africa and Asia (Panagariya 2001). Nota- 
bly, in its submission to the Working Group on the Relationship between Trade 


28 ASIAN DEVELOPMENT REVIEW 


and Investment at the WTO, the Government of the Republic of Korea supported 
the EU position on banning technology transfer requirements for foreign invest- 
ment (Greenfield 2001). 

Conventional wisdom holds that developing countries engage in trade- 
distorting investment measures while developed countries do not. However, trade 
and investment figures clearly show that developed countries also use TRIMs. 
Most developed countries do not use what they formally call “screening” agencies 
for inward investment, but instead make available location-based incentive pack- 
ages for both domestic and international investors. Ireland reports that its special 
incentive packages have attracted more than 1,200 foreign firms to its economy, 
and these contribute 70 percent of the country’s industrial output and three quar- 
ters of its manufactured exports (O’Donovan 2000). German grants to both 
domestic and foreign firms to settle in the economically depressed former East 
Germany have exceeded the already generous treatment EU member states used to 
attract investment to regions lagging behind. The OECD found that almost 90 per- 
cent of all domestic support programs in the EU were available to foreign 
investors (OECD 1996, Moran 2002). 

The divide between developed and developing countries is further bridged 
by the fact that multinational corporations invest in many countries, both devel- 
oped and developing. Any WTO-based effort to create a level playing field for 
national and international companies among home and host countries around the 
world would be seriously deficient if it ignored the proliferation and escalation of 
location-based incentives by developed countries. 


V. TOWARD OPTIMAL POLICIES FOR FOREIGN INVESTMENT 


Many developing countries have introduced policies to encourage foreign 
investment as part of their national reform programs in recent years and are now 
reaping the benefits. This strategy was implemented in the belief that economic 
liberalization can reduce domestic inefficiencies and stimulate growth, as illus- 
trated by the experience of a large number of countries in Asia. 

Trade-related investment measures have long been a feature of the regula- 
tory framework governing FDI in most host countries. Most measures were 
designed to transfer benefits from the operations of foreign firms to the local 
economy and promote development objectives. In essence, the primary objective 
of these measures is for host countries to obtain the maximum possible share of 
the gains from FDI. However, such regulations distort trade and investment and 
impose welfare losses (Moran 2002). The various regulations used may in fact 
have lowered, rather than enhanced, the contribution of FDI to national develop- 
ment objectives. In terms of incentives, there is some evidence that incentives play 
a relatively minor role in decisions about where to locate for MNCs relative to 
other location-based considerations (Ganesan 1998, Balasubramanyam 1991). 


ane 
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Moran (2002) has provided much evidence to show how counterproductive and 
damaging domestic content requirements and joint venture requirements can be 
for host country development. He also demonstrates just how beneficial a policy 
of allowing wholly owned subsidiaries unfettered by local content mandates can 
be for host country growth and development. 

Thus, TRIMs may be costly and inefficient. Many countries, both devel- 
oped and developing, have abandoned or scaled back their use. Perhaps the most 
telling empirical evidence on this issue is not the number of governments that 
have such policies, but the number of governments that have abandoned them. In- 
deed, one key feature of the use of policies such as local content schemes and 
export performance requirements is that they are becoming less popular. There- 
fore, the appropriate question to be asked is whether or not there are reasonable 
grounds for adopting or maintaining such policies. The most frequent answer to 
this question is that these policies are required to “develop” specific industries in 
order to compete in an open trading environment. Another reason sometimes cited 
is that structural adjustments involved in removing these types of policies will re- 
sult in unemployment and loss of technology transfer and opportunities to move 
into high technology industries (Bora 2001). 

The core of the debate on the use of these policies is typically referred to as 
the “development dimension.” In this context, the term development includes ele- 
ments of self-sufficiency, national pride, and, perhaps most importantly, 
employment. It also has a technology transfer dimension, where FDI is supposed 
to induce technology transfer into developing countries. Protection may induce 
expansion of output and employment in certain sectors. But this expansion often 
carries a massive cost for the society implementing such a policy. 

The upsurge in FDI to developing countries in the 1990s was largely caused 
by unilateral liberalization of their FDI policies and regulatory regimes. Theoreti- 
cal and empirical evidence provide strong support for the proposition that neutral 
policies designed to enhance the efficiency of investment are better suited to at- 
tracting foreign investment and enhancing its contribution to development than 
interventionist methods (Bora 2001). The challenge for the future WTO negotia- 
tions on trade and investment is to identify the best ways to foster economic 
development while taking into account the specific conditions and policies pre- 
vailing in a developing country. Ariff (1989) points out that some TRIMs appear 


to be redundant. For example, export performance requirements that set minimum 


export-output ratios to qualify for incentives or peaks are scarcely binding in the 
sense that firms are required to do what they would have done anyway, even in the 
absence of explicit performance requirements. 

A central issue is whether TRIMs and other investment measures actually 
alter the allocation of resources in production and trade or merely affect the distri- 
bution of rents between firms and host countries. Both suppliers and recipients of 
FDI gain from the liberalization of investment measures. Foreign investors may 
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benefit from new investment opportunities resulting from liberalized investment 
regulations, while the host countries may benefit from increased FDI inflows and 
greater market discipline resulting from this. Since many developing countries 
compete with one another to offer foreign investors generous fiscal, infrastructure, 
and financial incentives, the scaling down of TRIMs and other investment incen- 
tives could yield additional revenue for the government of host countries. 

Overall, it appears that with or without a WTO agreement on investment, 
many countries have carried out liberalization of investment regimes. This has two 
possible implications: (i) the WTO framework is redundant; or (ii) the WTO is 
more necessary as policies converge, and a more comprehensive international 
agreement on investment becomes increasingly possible and necessary for facili- 
tating the liberalization process and to govern investment measures. Which 
outcome emerges will depend on the bargaining positions adopted by different 
countries and the attitudes they hold toward the process. 


VI. CONCLUSIONS 


In recent years, the TRIMs Agreement has become a central issue in the de- 
bate on the relevance of multilateral trading agreements and the WTO to 
developing countries. Until the Tokyo Round began, liberalization efforts under 
the GATT were concentrated on policies, primarily tariffs, affecting trade in 
goods. Successive rounds of GATT negotiations achieved major reductions in bar- 
riers to trade in goods. Consequently, other issues have become increasingly 
prominent. The GATT/WTO addresses some issues by means of the GATS, 
TRIMs, and TRIPS Agreements. Nevertheless, the need for a comprehensive 
framework for investment within the WTO will intensify in coming years in order 
to ensure coherence and consistency between trade and investment policies. 

In the long run, the establishment of a multilateral framework of rules can 
contribute to improvement of the investment climate; help create a stable, predict- 
able, and transparent environment for investment; enhance business confidence; 
and thereby promote the growth of FDI flows to developing countries. These con- 
ditions will not only foster foreign investment, but also stimulate domestic 
investment. Such favorable long-term outcomes, however, may be accompanied 
by arduous adjustment in developing countries. It is therefore important to try and 
ensure that beneficial long-term outcomes are balanced by minimum adjustment 
costs faced by developing countries in the short to medium term. 

Debates on measures regulating foreign investment also need to consider 
the policy framework for domestic investment. Indeed, in many developing coun- 
tries, it is the local investors who feel that they are being discriminated against 
while foreign investors are being pampered. Arguably, the privileges granted to 
foreign investors have tended to thwart the development of local entrepreneurship. 
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Domestic small-scale industrialists in particular, often feel neglected and over- 
looked (Ariff 1989). 

There is great potential for the Doha Round to conclude with an agreement 
that considerably liberalizes the world trading system and meaningfully integrates 
developing and least developed countries. A strengthened WTO under the Doha 
Round could provide substantial tangible benefits to developing countries. How- 
ever, there is also a danger that the negotiations might founder on differences 
relating to the new areas that are tangentially related to trade, such as investment, 
competition policy, and environment. 

The Doha Round has been called the “Development Round.” Developing 
countries need to make an effort to clarify the scope, structure, and content of the 
negotiations in regard to trade and investment. In order to maximize the benefits 
accruing from future trade negotiations, as well as to facilitate the success of fu- 
ture WTO negotiation rounds, developing countries need to strengthen their 
research capabilities. They need to undertake studies that clarify the major bene- 
fits and costs they may incur in different scenarios and the subsequent best 
strategies to carry out negotiations. In particular, the significance of various issues 
must be examined. They need to have a solid understanding of what has been 
committed to, and a solid vision of how to implement those obligations. This 
should include the timing and sequence of liberalization policies to deliver opti- 
mal outcomes. 

Regardless of the outcome of the Doha Round of WTO negotiations, indi- 
vidual countries can adopt a policy framework that is beneficial to both foreign 
and domestic investors, as well as to recipient economies as a whole. Basic com- 
ponents of such policies would include transparency about investment rules and 
regulations, with clear identification of agencies responsible for issuing relevant 
licenses, permits, and approvals. 

The NAFTA experience suggests that the process of working through these 
important issues, even just to accomplish a “minimal” or “modestly ambitious” 
package of successful outcomes is fraught with difficulty. This should not deter 
the effort to push for a successful round. There was no agreed draft at the start of 
the Punta Del Este Ministerial Meeting that launched the Uruguay Round in 1986. 
The divisions over agriculture between EU, Japan, and US then were wide, and 
developing countries were against the inclusion of new issues such as services in 
the negotiating agenda (Srinivasan 2002). The successful conclusion of the Uru- 
guay Round not only extended the multilateral trade regime to new areas of 
services and intellectual property rights, but also integrated trade in goods, ser- 
vices, and technology, and established a strong enforcement mechanism. Such 
experience bodes well for the next round of negotiations. But much clearly fo- 
cused effort is still needed to ensure success. Given the relative weakness in 
negotiation resources of developing countries, the onus is on developed countries 
to take a greater role in ensuring a successful outcome for the Doha Round. The 
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tilting of the scales in favor of developed countries reflects a weakness of the in- 
ternational system. To a certain extent, it is in the interest of rich countries to level 
the playing field. Otherwise, negotiations are likely to give poor results or the 
weaker players will not want to play at all. If developed countries want to ensure 
the success of negotiations, they need to consider ways to make the game worth- 
while playing. 
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Technological Spillovers from Foreign 


Direct Investment—A Survey 
EMMA XIAOQIN FAN 


Increased foreign direct investment (FDI) flows have stimulated intensive 
debate and research on the impact of FDI on host economies. This paper 
surveys the substantial literature exploring FDI and spillover effects, 
summarizes the main findings from previous research, and identifies omissions 
in existing studies that should be included in future studies. The paper also 
reviews research on FDI in the People’s Republic of China (PRC) alongside 
the general literature on FDI. The PRC literature is useful in illuminating the 
likely direction of FDI research in developing countries, especially transition 
economies. . 


I. INTRODUCTION 


Foreign direct investment (FDI)' can potentially benefit domestic firms. The 
benefits arise from foreign firms demonstrating new technologies, providing tech- 
nological assistance to their local suppliers and customers, and training workers 
who may subsequently move to local firms. Local firms can also learn by watch- 
ing. Moreover, the very presence of foreign-owned firms in an economy increases 
competition in the domestic market. This competitive pressure may spur local 
firms to operate more efficiently and introduce new technologies earlier than 
would otherwise have been the case. Because foreign firms are not able to extract 
the full value of these gains, this effect is commonly referred to as the spillover ef- 
fect (Kokko 1994). 

The spillover effect has been identified as an important benefit accruing to 
domestic firms. It is also an important mechanism through which FDI promotes 
growth in a host country. Realization of this and other benefits from FDI has 
prompted governments to allow and encourage FDI inflow. There have been in- 


‘Different countries use different definitions for FDI. The International Monetary Fund 
(IMF) broadly defines FDI as the establishment of, or acquisition of, substantial ownership in an 
enterprise in a foreign country; and in a narrower sense, as enterprises in which nonresidents 
hold 25 percent or more of the voting share capital. 
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creasing flows of FDI across national borders over the past few decades. These 


- have stimulated intensive debate and research on the role of FDI in host econo- 


mies. A large number of studies have explored FDI and spillover effects. 

The People’s Republic of China (PRC) is a good case study to examine 
alongside the general literature on FDI. The PRC overturned its policy of eco- 
nomic isolation in 1978 and implemented far reaching economic reforms. 
Attracting FDI constitutes an important component of the country’s Open Door 
policy. A series of measures have been adopted to attract FDI, spurred on by the 
belief that this inflow will introduce modern technology and stimulate export-led 
growth. This has resulted in an accelerated increase of FDI inflow. The PRC has 
emerged as one of the largest hosts of FDI in the world. In 2001, it received 
US$44.2 billion in FDI inflow—making it by far the largest host among develop- 
ing countries, and the sixth largest in the world after United States, Belgium, 
United Kingdom, France, and Netherlands. Studies on the PRC are particularly 
useful in illuminating the likely direction of FDI research in developing countries, 
especially transition economies. 

This paper surveys the literature on FDI and spillover effects in general, and 
reviews research on FDI in the PRC specifically. It seeks to present the main find- 
ings from previous research and to identify missing aspects in existing studies that 
should be included in future studies. Given the vast amount of research in this 
area, this survey is by no means exhaustive. The survey begins with an examina- 
tion of theoretical studies on spillover effects in Section IJ. Section HI then 
reviews the empirical evidence on spillover effects, followed by a survey of the 
evidence on FDI in the PRC in Section IV. Section V presents conclusions and 
policy implications. 


H. THEORETICAL STUDIES ON THE SPILLOVER EFFECT 


A. Dependency Theory on the Impact of Foreign Investment 
in Host Countries 


Early theories on the impact of foreign capital and multinational corpora- 
tions (MNCs) on host countries can be found in the writings of the “dependency 
school.” Influential works of this school of thought include the ontology of de- 
pendency; Karl Marx on development and underdevelopment; Paul Baran’s 
analysis of economic backwardness and economic growth; Andre Gunder Frank’s 
analysis of the development of underdevelopment; and the writings of Samir Amin 
on unequal development (see Ghosh 2001 and Brewer 1990 for reviews). 

Dependency school theory views foreign investment from the developed 
countries at the core of the world economic system as harmful to the long-term 
economic growth prospects of developing nations out in the periphery. It asserts 
that First World nations become wealthy by extracting labor and resources from 
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the Third World. It argues that developing countries are inadequately compensated 
for their natural resources and are thereby sentenced to conditions of continuing 
poverty. This kind of capitalism perpetuates a global division of labor that causes 
distortion, hinders growth, and increases income inequality in developing econo- 
mies. To get out of this economically debilitating relationship, Third World 
nations must develop independently of foreign capital and goods. 

Although the influence of the dependency theory peaked in the 1970s, de- 
bate on its validity continued beyond this time (see, e.g., Bornschier and Chase- 
Dunn 1985, Firebaugh 1998). Many papers advocating dependency theory per- 
spectives use qualitative methods. Many do not distinguish types of foreign 
investment, although their criticisms imply they mean direct investment and mul- 
tinational companies. 

Dependency theory perspectives were adopted by various countries in the 
1970s, most noticeably Latin American countries. A number of them adopted an 
import substitution strategy and demonstrated a hostile attitude toward foreign in- 
vestment. These policies had a harmful effect on Latin American economies (Hein 
1992). Their experiences contrast with those of some East and Southeast Asian 
economies that were designed to actively attract foreign investment into their do- 
mestic economies. These policies were accompanied by a period of rapid 
economic growth in East Asia during the 1970s and 1980s. This reality largely 
curbed the popularity of dependency theory, shifting attention to the study of 
FDI’s contribution. 


B. Industrialization Theory on FDI and Spillover Effects 


Most recent theoretical models on FDI and spillovers lie within the frame- 
work of industrial organization theory. These models only started to emerge from 
the late 1970s after Hymer’s (1976) pioneering study. Hymer’s work drew atten- 
tion to neglected aspects of MNCs’ role as global industrial organizations and was 
a major departure from the orthodox economic theories. The standard neoclassical 
trade theory of Heckscher and Ohlin, for example, carried restrictive assumptions 
about the immobility of factors of production and identical production functions 
- across nations. It postulated that no international difference existed at the scien- 
tific and technological levels, not to mention technology transfer and spillovers. In 
the neoclassical financial theory of portfolio flows, multinational enterprises had 
been viewed as simply arbitrageurs of capital in response to changes in interest 
rate differentials. Capital is seen to flow from countries where returns are low to 
those where it is higher to earn arbitrage rents. This theory did not distinguish be- 
tween the roles played in a country’s development by portfolio and FDI capital 
inflows (Dunning and Rayman 1985, Teece 1985). 

Hymer’s major contribution was to shift attention away from neoclassical 
financial theory. In his view, FDI is more than a process by which financial assets 
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are exchanged internationally. It also involves international production. By putting 
forward the idea that FDI represents not simply a transfer of capital, but the trans- 
fer of a “package” in which capital, management, and new technology are all 
combined, Hymer characterized FDI as an international extension of industrial or- 
ganization theory. 

Caves (1971 and 1974) and Kindleberger (1984) further extended the indus- 
trial organization theory of FDI. They emphasized the behavior of firms that 
deviate from perfect competition as the determinants of FDI. According to their 
perspective, MNCs face disadvantages imposed by both geographical and cultural 
distance in comparison to domestic firms. In order for a firm to undertake FDI in a 
foreign country, it must possess some special ownership advantage over potential 
domestic competitors. Technological superiority or possession of some intangible, 
rent-yielding assets such as management skills and brands are believed to provide 
such advantages. Compared to portfolio investment, FDI entails a cross-border 
transfer of a variety of resources, including process and product technology, 
managerial skills, marketing and distribution know how, and human capital. Ne- 
glect of this aspect can lead to a serious underestimation of the role of FDI in the 
recipient country. However, early theorists neither calculated the benefits and 
costs of technology transfers, nor explicitly analyzed their impact on a host coun- 
try through spillover effects. 

Koizumi and Kopecky (1977) were the first to explicitly model FDI and 
technology transfer. They used a partial equilibrium framework to analyze tech- 
nology transfer from a parent firm to its subsidiary. Technology transfer was 
assumed to increase as foreign capital increased in the country. The transmission 
of foreign technology was viewed as “automatic” and technology was treated as a 
public good. They showed that two countries with identical production functions 
could follow different time paths and reach different steady state equilibria. The 
analysis implied that an increase in a country’s savings ratio would reduce foreign 
capital and, through its effect on technical efficiency, reduce its steady state capi- 
tal intensity. 

Findlay (1978) constructed a model to examine the relationship between — 
FDI and technological change in a backward region. The rate of technological dif- 
fusion from an advanced country to a backward country was assumed to depend 
on two factors. Findlay first proposed that the rate of technological progress in a 
“backward” region is an increasing function of the technology gap between it and 
the “advanced” region on the basis of Gerschenkron’s hypothesis (1962), which 
states that the greater the relative disparity in development levels between a back- 
ward country and an industrialized country, the faster the catch up rate. Therefore, 
for a given amount of foreign presence, the larger the technological gap between 
the foreign and domestic firms, the larger the spillovers. Second, Findlay followed 
Arrow’s (1971) lead in considering technological diffusion as analogous to the 
spread of a contagious disease. Therefore, technology is most efficiently diffused 
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when there is personal contact between those with the knowledge of the innova- 
tion and those who adopt it. 

_ These considerations led to the hypothesis that technological progress in a 
backward region increases in proportion to the extent to which it opens up to FDI. 
Findlay then considered the determinants of the relative growth rates of foreign 
and domestic capital. He demonstrated the effects of changes in various parame- 
ters in the steady state, such as the backward region’s saving propensity and the 
tax rate of foreign profit, on the “backward” region’s “dependency” on foreign 
capital. However, the model did not examine the factors that determine the trans- 
fer of technology from the “advanced” to the “backward” region. 

Das (1987) utilized a price-leadership model from oligopoly theory to ana- 
lyze the transfer of technology from the parent firm to its subsidiary abroad. This 
analysis recognized that domestic firms learn from MNCs and become more effi- 
cient. This increase in efficiency among domestic firms is assumed to be 
exogenous, and therefore costless to them. It is also assumed that the rate of in- 
crease in efficiency of the domestic firm is positively related to the level of 
activities of the MNC’s subsidiary. He then modeled the problem of choice the 
MNC faces due to the cost imposed by the “learning from watching” benefits 
flowing to the domestic firm. Along the optimal path, he concluded that the MNC 
benefits from the technology transfer from its parent company in spite of the leak- 
age of knowledge in the host country, and the host country benefits 
unambiguously. Thus, in spite of the free insights competing domestic firms gain, 
it is still worthwhile for the MNC to import better technology. This model recog- 
nizes that the MNC affiliates are aware of technology leakage, and determines 
their technology transfer behavior based on this recognition. Yet, the behavior of 
the local firm is still not explicitly taken into account in the model. 

' Wang and Blomstrom (1992) developed a model in which international 
technology transfer through MNCs develops endogenously by means of the inter- 
action between a foreign subsidiary and a host country firm. They also follow 
Findlay in assuming a positive relationship exists between the technology gap and 
spillovers. This model is significant in that it is one of the few that recognizes the 
cost of transferring technology within MNCs. Since both the foreign subsidiary 
and the indigenous firm can make their own investment decisions to maximize 
profit, there is strategic interaction between them, where both firms solve their in- 
dividual dynamic optimization problems subject to the other’s actions in a game 
theory context. These considerations represent a major step forward compared 
with other models. 

By solving the dynamic optimization problem, Wang and Blomstrom found 
that: 
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(i) Technology transfer from a parent company to a subsidiary is posi- 
tively related to the level and cost efficiency of a domestic firm’s 
learning investment. 

(ii) The lower the subsidiary’s discount rate, the more rapid the technol- 
ogy transfer. The higher the operation risks—for example, political 
instability or low potential economic growth—the more reluctant for- 
eign firms will be to transfer technology. 

(tii) Some technology transfer proportional to the size of the technology 
gap always takes place irrespective of the subsidiary’s active learning 
effort. The less costly the technology spillovers from the parent to 
subsidiary firms, the faster the technology transfer. 


C. Assessment of Industrialization Theories of FDI and the Spillover Effect 


In the models of Koizumi and Kopecky (1977), Findlay (1978), and Das 
(1987), the superior technology possessed by foreign firms is considered to be a 
“public good” in nature, and to be transferred automatically. However, the grow- 
ing importance of international patent agreements and the licensing of technology 
suggests that technological knowledge is frequently a private rather than a public 
good, and that technology can rarely be automatically transferred. A major contri- 
bution of Wang and Blomstrom’s model lies in its highlighting of the essential 
role played by competing host country firms in increasing the rate at which MNCs 
transfer technology. Both the MNC affiliate and the local firm are able to influ- 
ence the extent of the technology transfer through their investment decisions. 

However, some common features exist for all these models. These include 
the subject and object of technology transfer. There are two distinct processes in 
international technology transfer. One is technology transfer from the parent firm 
of a MNC to its subsidiary abroad. The second is technology transfer in the form 
of an externality from the subsidiary to native firms in the host country. Though 
some recognize/acknowledge the latter, all the models focus on technology trans- 
fer from a MNC to its own subsidiaries. Technology transfer from a subsidiary to 
domestic firms is taken for granted. In these models, a host country’s production 
efficiency is formulated as an increasing function of the presence of foreign capi- 
tal. 

Furthermore, the assumption of Gerschenkron (1962), which suggests the 
wider the technology gap between the developed and developing country, the lar- 
ger the potential for technological imitation, is incorporated into all the above 
models. To date, there remains ample scope for experiment and debate about the 
framework within which to analyze the relationship between the technological gap 
and the spillover effect. More and more evidence, however, shows that the as- 
sumption that technology transfers increase with a larger technology gap is not 
valid. For example, the dynamic game-theory model developed by Cheng (1984) 
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shows a change in technological leadership is more likely to occur where the ini- 
tial technological disparity between countries is small. 


D. FDI and the Spillover Effect in a Growth Theoretic Framework 


While the models described above explored FDI and technology transfer di- 
rectly, another strand of models investigate the effect of FDI on growth using a 
growth theory framework. These models indirectly touch upon the role of FDI in 
transferring technology. However, compared with the intensive theoretical re- 
search conducted on the relationship between trade and growth, studies on FDI 
and growth are relatively scarce. 

In traditional neoclassical growth models of the Solow (1956) type, with 
diminishing returns to physical capital, and technological change being exoge- 
nous, FDI cannot affect the long-run growth rate. In the absence of international 
factor mobility, these theories predict that countries with the same preferences and 
technology will converge to identical levels of income and an asymptotic growth 
tate. Factor mobility reinforces this prediction. Capital will flow from capital- 
abundant countries to where it is scarce. In these circumstances, long-run equilib- 
rium is characterized by the equalization of capital labor ratios and factor prices. 

The emergence of new growth theories since the mid-1980s shifted atten- 
tion away from the foci of earlier neoclassical modelling. Whereas neoclassical 
theory treated technological progress as an exogenous process and focused on 
capital accumulation as the main source of growth, the new growth theory has fo- 
cused on the creation of technological knowledge and its transmission. It views 
innovation and imitation efforts that respond to economic incentives as major en- 
gines of growth. Therefore, it emphasizes the role of R&D, human capital 
accumulation, and externalities (see, e.g., Lucas 1988, Romer 1990). 

For a similar reason, technology transfer through trade has become a popu- 
lar area of research (Krugman 1979). However, the fact that the interrelationship 
between FDI and growth has not been the subject of intensive studies is a surpris- 
ing omission in light of the apparent empirical importance of the relationship. 
Externalities and their impact on long-run growth have been a common element in 
endogenous growth models. FDI can lead to increasing returns to scale in domes- 
tic production through spillovers. Despite the rarity of research in this area, the 
advent of endogenous growth theory has opened new research avenues to study 
the channels through which FDI can promote long-run growth. 

While primarily dealing with international diffusion associated with the 
trade in goods, Helpman (1993) briefly discusses the implications of international 
capital movements in the context of endogenous growth, focusing on how econo- 
mies of scale interact with free capital movements. He observes that there may be 
agglomeration effects in capital accumulation where the externality comes from 
the capital stock. Technology transfer along with foreign investment is an explicit 
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element in Helpman’s discussion. This is done in a rather crude manner in that 
MNCs and producers in developing countries are identical. Helpman (1993) him- 
self stresses the need for a more thorough treatment of MNCs with respect to 
growth. 

In one of the few exceptions that deal with FDI and growth, Wang (1990) 
builds a dynamic two-country model to study the interaction between growth and 
international capital movement. Perfect capital mobility links the two regions. 
Human capital plays an important role in determining the effective rate of return 
for physical capital and hence affects the direction and magnitude of international 
capital movements. With capital moving internationally, the model predicts that 
the steady-state income gap is narrowed by an increase in the growth rate of hu- 
man capital and the technology diffusion rate in the less developed country. One 
message to emerge from the analysis is that opening up to FDI from more ad- 
vanced countries has important benefits for a developing country. Foreign 
investment facilitates technological change, and hence increases the rate of in- 
come growth. 

Walz (1997) incorporates FDI into an endogenous growth framework where 
MNCs play a critical role with respect to growth and specialization patterns. He 
extracts the idea of trade-related international knowledge spillovers used in 
Grossman and Helpman (1991) and applies them to FDI. Production activities of 
MNCs in the low-wage country improve the efficiency of potential innovations 
there. The knowledge spillover of MNCs’ activities makes innovation in the low- 
wage country profitable. Allowing for imitation in the less developed country, the 
indirect transfer of technology through FDI provides the stimulus for active R&D 
and growth. Therefore, he predicts that policies promoting FDI will lead to faster 
growth. 

Models using the growth theory framework primarily focus on technology 
transfer from the parent companies to subsidiaries. Technological spillover from a 
MNC subsidiary to domestic firms is assumed to be proportional to the presence 
of FDI in the host country. While this sort of epidemic diffusion model offers ad- 
vantages in allowing one to relate the speed of diffusion to the amount of FDI 
inflow, the implicit assumption that technology spillover from a subsidiary to do- 
mestic firms is automatic is open to question. 


TH. EMPIRICAL STUDIES OF SPILLOVER 
A, Case Studies 


Compared to the relatively limited number of theoretical studies on the 
spillover effect, there is a rich body of empirical literature. Many investigations 
use case studies to examine individual spillover channels. Gershenberg (1987), 
Lim and Fong (1982), Mansfield and Romeo (1980), and Rhee and Belot (1990) 
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are a few examples of these. These studies present mixed evidence on the role FDI 
plays in generating technology transfer to domestic firms. The study of Rhee and 
Belot (1990) into Bangladesh and Mauritius suggests that the entry of foreign 
firms led to the creation of a booming domestic textiles industry. However, in a 
survey of 15 multinationals, Mansfield and Romeo (1980) found that only a small 
share of FDI had accelerated the local competitors’ access to new technology. 


B. Econometric Studies Supporting the Spillover Hypothesis 


Studies employing econometric models started to appear from the early 
1970s. These econometric studies share some common features. They investigate 
the relationship between FDI and productivity. Spillovers were considered to exist 
if a positive correlation between productivity and FDI was found. The dependent 
variable in these models was labor productivity. The explanatory variables in- 
cluded FDI, factor input, concentration ratio, and labor quality. 

In the earliest analysis using econometric techniques, Caves (1974) tested 
the spillover benefits of FDI in the manufacturing sectors of Australia and Canada. 
His hypothesis for Canada was that if FDI has the virtue of increasing allocation 
efficiency, the profit rate of domestic firms should be inversely related to the com- 
petitive pressure from foreign firms. The results indicated profit in Canadian 
manufacturing industries did show a weak tendency to vary inversely to the for- 
eign share. The 1966 data for 23 manufacturing industries enabled Caves to test 
the determinants of labor productivity in the domestic sectors of Australian indus- 
tries. Using foreign firms’ share of industry employment as a proxy for foreign 
presence, Caves found a positive correlation between the subsidiary share and the 
productivity level in competing domestic firms. Globerman (1979) used annual 
census data for four digit Canadian manufacturing industries in 1972 to conduct a 
study similar to that of Caves (1974). In Globerman’s study, the dependent vari- 
able was the labor productivity in domestic manufacturing plants. The FDI 
variable was measured by the gross book value of depreciable assets at the end of 
1971 divided by the total employees in US industries in 1972. The results also 
provided support for the proposition that spillover efficiency benefits domestic 
firms. 

Most of the empirical studies about developing countries use data from 
Mexico, which gathers manufacturing data by ownership type. For example, 
Blomstrom and Persson (1983) carried out their analysis using data for 215 four 
digit Mexican industries from the 1970 census. They related labor productivity to 
capital intensity, labor quality, economies of scale, FDI, average effective work 
days during 1970, and the degree of competition measured by different concentra- 
tion indices such as the Herfindal index. The study found strong support for the 
existence of spillover benefits from FDI. 
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Using data for 230 four digit Mexican manufacturing industries in 1970 and 
1975, Blomstrom (1986) tested spillovers based on an efficiency index defined as 
the ratio between labor productivity and that of the best practice. The independent 
variables included the Herfindal index; market growth variables; the rate of tech- 
nological progress, defined as the changes in labor productivity in the best- 
practice plants within each industry; and foreign share, defined as the share of 
employees in foreign plants. He found the entry of foreign firms had a significant 
effect on each industry’s average productivity. However, it had no impact on 
technical progress in the least productive firms in each sector. He interpreted these 
findings as indicating that foreign entries into Mexico did not speed up technology 
transfer, but that FDI promoted efficiency by increasing competition. 

Blomstrom and Wolff (1989) explored the extent to which the penetration 
of a sector by foreign-owned firms affects the productivity of local firms in that 
sector in Mexican manufacturing industries from 1965 to 1984. They also exam- 
ined whether there is any evidence of convergence between that industry’s 
productivity level and that of the US. The results showed that productivity levels 
of locally owned firms in Mexico had moved toward those of foreign-owned 
firms. Further, both the rate of productivity growth of local firms and their rate of 
catch-up to the multinationals were positively related to the degree of foreign 
ownership in an industry. The results thus provide support for the spillover hy- 
pothesis. 

Most studies on spillover effects examine the impact of FDI on domestic 
firms’ productivity growth. Some research tested the spillover hypothesis from a 
different angle. For example, Blomstrom, Kokko, and Zejan (1994) conducted a 
study to explicitly test the determinants of technology transfer. Their hypothesis, 
following Wang and Blomstrom’s model, was that market rivalry and the avail- 
ability of skilled labor may encourage the MNC to introduce more technology into 
their foreign operations. Using data for Mexican manufacturing firms from 1970 
to 1975, they used foreign firms’ technology payments abroad to construct a proxy 
for total technology imports, which makes up the dependent variable. The results - 
reveal that there was a significant relationship between the technology imported 
by foreign affiliates and the local competitors’ investment, output growth, and la- 
bor skills. The estimation results thus provided strong support for their hypothesis 
regarding foreign firms’ technology imports. Using data from the manufacturing 
operations of US MNCs in 33 host countries in 1982, Kokko and Blomstrom 
(1995) conducted a similar test to examine how the technology imports of the US 
majority-owned foreign affiliates were related to proxies for the host countries re- 
quirement for technology transfer, level of competition, and learning capacities. 
Their findings also offered support for the hypothesis proposed by Wang and 
Blomstrom (1992). 

Chuang and Lin (1999), employing Taipei,China firm-level data from the 
1991 Industrial and Commercial Census, found that FDI, local technology pur- 
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chase, and outward foreign investment are substitutes for domestic firms’ R&D 
activity. The major policy implications from this study were that governments in 
developing countries could initially adopt policies encouraging FDI to foster tech- 
nology transfer and knowledge spillovers. However, once a country’s 
technological capability is established, it appears critical to switch to policies that 
provide a favorable environment to stimulate R&D investment (for example, in- 
frastructure improvement and protection of intellectual property rights). This point 
deserves a great deal of attention from a policymaking point of view. 

Most attempts to measure the spillover effects of multinational enterprises 
on host countries have been cross sectional and limited to labor productivity in 
manufacturing for a single country. Hejazi and Safarian (1999) extended this ap- 
proach by adding FDI stocks to foreign trade as a channel linking total factor 
productivity (TFP) levels between countries. Using TFP levels from the period 
1971 to 1990, they found three main results: the coefficient estimated for FDI is 
higher than those for trade; the importance of the trade channel is greatly reduced 
once FDI is reduced; and overall spillover increases significantly with the inclu- 
sion of FDI. Their paper thus argued that technological spillovers are likely to be 
larger through multinational production and FDI than through international trade. 
Studies that ignore FDI as a channel of technological diffusion will be flawed in 
two aspects: the total spillovers will be underestimated, and the importance of in- 
ternational trade will be overestimated. 


C. Econometric Studies Contradicting the Spillover Hypothesis 


Most studies suggest that foreign presence will create a spillover effect. 
However, some studies have concluded that no productivity growth can be attrib- 
uted to FDI, or that FDI may even have a negative effect on domestic firms’ 
output growth. 7 

Aitken and Harrison (1999) estimated the production function of a group of 
Venezuelan plants. They found that foreign equity participation is positively cor- 
related with plants’ productivity (the “own-plant” effect), but this relationship is 
only robust for small enterprises. When testing for spillovers from joint ventures 
to Venezuelan firms, however, they found that FDI had an overwhelmingly nega- 
tive effect on domestic firms’ productivity growth. Thus, the gains from foreign 
investment appear to be entirely captured by joint ventures. They suggested less 
emphasis should be placed on the spillover effect. 

Okamoto (1999) examined the spillover hypothesis using firm-level data for 
Japanese investment in the US auto parts industry from 1982 to 1992. The study 
made three major findings. First, contrary to expectation, Japanese-owned firms 
were found to be less productive than their US counterparts, at least in 1992. 
Firm-specific technological and/or managerial advantages were not revealed in the 
US market. Second, US-owned suppliers improved their performance steadily be- 
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tween 1982 and 1992. Third, technology transfer from Japanese assemblers to US- 
owned suppliers seems to explain only a small part of their improvement in per- 
formance. The improvement in productivity observed in the 1980s and in the early 
1990s appears to have been the result of increasing competitive pressure rather 
than technology transfer. Okamoto (1999), however, did not give a full explana- 
tion on the observed contradiction between the spillover hypothesis and the 
finding. 


D. Studies that Differentiate between High and Low Technology Industries 


Given the variation in conclusions about FDI and the spillover effect, it is 
not surprising that more recent studies have attempted to test the differences in 
spillovers between industries, usually by separating the sample into “high” and 
“low” technology groups and re-estimating the equation. 

Cantwell (1989) found spillovers to be significant in industries where the 
technology gap between local and foreign firms was low. By analyzing the re- 
sponses of local firms to the entry and presence of US multinationals in eight 
European countries from 1955 to 1975, he found the growth rate of output of local 
firms was catching up only in those industries or countries where local firms al- 
ready possessed high technology levels. He therefore claimed that technological 
spillovers mainly took place in local firms that were initially strong, with the 
weaker local firms either being forced out of business, or confined to the limited 
segments of the market neglected by MNCs. 

Haddad and Harrison (1991) investigated the relationship between produc- 
tivity growth and FDI in 4,236 firms in Morocco from 1985 to 1989. Using the 
ratio of foreign assets to total assets at the sector level to proxy FDI, they found 
that the influence of FDI in reducing the dispersion of productivity was greater in 
low technology sectors.” They interpreted this as indicating that competition due 
to FDI was more important in pushing firms toward the best practice frontier than 
the transfer of technology. Furthermore, spillovers occurred only when the pro- 
ductivity gap between domestic and foreign firms was not too large. 

Kokko (1994) argued that the variable findings of earlier studies suggest 
that host country characteristics may influence spillovers. He conducted a test us- 
ing the information for 230 four digit Mexican manufacturing industries in 1970. 
Kokko (1994) demonstrated that spillovers are related to the complexity of MNC 
technology and the technology gap between locally owned firms and MNC affili- 
ates. The foreign presence, measured by the ratio of foreign plants’ employment to 
total employment in each industry, entered the equation along with other variables 
related to labor productivity. Kokko (1994) divided the sample into groups with 


“They defined the high technology sectors as including machinery, transport, equipment, 
electronics, scientific instruments, and chemicals. 
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lower and higher technology gaps. He concluded that spillovers do not generally 
occur in technologically complex industries. Kokko suggested that efforts to pro- 
mote FDI by a host government should focus on industries where the local 
technological capacity is already relatively strong. Kokko, Tansini, and Zejan 
(1996) later conducted a similar test using data for 159 Uruguay firms from 1988 
to 1990 and reached a similar conclusion. 

Tsou and Liu (1994) analyzed the relationship between labor productivity, 
technical efficiency, and the spillover effect based on data from Taipei,China’s in- 
dustrial and commercial census data in 1986 and 1991. They also divided the 
sample into two groups on the basis of whether they were characterized by a low 
technology gap or higher technology gap between FDI and local firms. The results 
confirmed that domestic firms only benefit from spillover effects when their tech- - 
nological capability is not much lower than the foreign counterpart. The 
implication is that domestic firms should improve their technology capability to be 
able to maximize the benefits they can derive from spillover. 

Liu et al. (2000) examine intra-industry productivity spillovers from FDI in 
the UK manufacturing sector. They used panel data for 48 industries over the pe- 
riod 1991-1995. They divided local UK firms into two groups: one having a 
“strong” technological capability, and one having a “weak” technological capabil- 
ity. The model employed a single equation and regressed labor productivity with 
other variables, such as capital labor ratio, and average size of UK-owned firms. 
The results indicated that the mere presence of FDI has a positive impact on the 
productivity of UK-owned firms. It also showed that the extent to which local 
firms benefit from the introduction of advanced technology depends largely on 
their own technological capabilities. 


E. Assessment of Previous Empirical Studies 


Some studies have argued that the link between FDI and productivity might 
arise from the fact that MNCs pursue higher productivity and capital formation 
from the outset. The major problem with most existing attempts to measure spill- 
over effects from foreign investment is that they do not investigate the link 
between FDI and growth in any detail. Although this problem has been recognized 
by various studies, only a few address it directly. Most regress labor productivity 
on FDI, which implicitly assumes that FDI is causally prior to, or at least inde- 
pendent of, economic growth. But causation can run both ways. The inflow of 
foreign investment could potentially react to the vitality of the domestic economy. 
Bell and Pavitt (1993) observed that FDI has generally been a consequence, rather 
than a cause of rapid industrialization in developing countries. 

Empirical evidence shows that foreign firms increase investment in re- 
sponse to the expansion of sales associated with GDP growth. Bandera and White 
(1968) found a significant correlation between US FDI to the European Union 
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(EU) and EU GNP, and concluded that one motive for investing abroad is the de- 
sire to penetrate a growing market. In a large sample of developing economies, 
Renber et al. (1973) found that the flow of FDI into them was dependent on their 
GDP. Thus, it is possible that there may be a two-way process, with growth being 
fostered by FDI, and FDI induced ‘by growth, or even a one-way process from 
growth to FDI. As a result, one could find positive spillovers from foreign invest- 
ment where no spillover occurs. Most empirical studies have employed the single 
equation approach, but because of the simultaneity problem, this may affect credi- 
ble estimates for policy analysis. 

Kholdy (1995) employed the Granger-Causality test to investigate the direc- 
tion of causation between FDI and spillover efficiency in a number of developing 
countries for the period 1970-1990. His findings do not support the spillover hy- 
pothesis, but rather, FDI is attributed to countries with higher factor endowments, 
an internal market, and more advanced technology in domestic production. The 
evidence on the direction of causality between FDI and growth highlights the im- 
portance of growth as a crucial determinant of FDI inflow. 

Another problem with most of these studies is that they apply labor produc- 
tivity as a proxy for technology. They test for the existence of spillovers by 
measuring the effect of foreign presence, generally expressed in terms of the share 
of employment in the foreign firms in each industry’s total employment, on labor 
productivity in local firms. Although labor productivity provides one measure of 
technological advantage, it is a partial measure that varies with capital intensity as 
well as the level of other factor inputs. 

A third problem is that by ignoring causality, many studies fail to include 
some important factors in the productivity equation. They emphasized the impor- 
tance of factor input and labor quality. However, factors such as R&D and trade 
intensity are often not considered. The results from models that omit important 
variables are incomplete or misleading. 

Many earlier empirical studies did not provide a careful analysis of the un- 
derlying causes for the potential negative or positive impact of FDI on domestic 
firms’ productivity. Some more recent studies make useful attempts to tackle this 
issue by splitting samples into high and low technology groups. The overwhelm- 
ing finding from these studies is that spillovers are more pronounced in low-tech 
industries where the technology gap between domestic and foreign firms is low. 
These conclusions do not support the basic Gerschenkron (1962) assumption used 
in most theoretical studies and upon which a number of government policies to- 
ward FDI are based. While many countries actively encourage the inflow of FDI 
in high tech industries, the findings of these recent studies suggest that, at least in 
light of the spillover effects, the benefit may be lower when the technology gap 
between domestic and foreign invested firms is too wide. Such findings have im- 
portant implications for policymakers, | 
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Many studies, however, continue to pay insufficient attention to the mecha- 
nism through which spillovers take place. In particular, few explore the extent to 
which the behavior and idiosyncrasies of domestic firms determines the presence 
and magnitude of spillovers. Furthermore, due to the complexity of this issue, the 
difficulty in measuring spillovers, and data constraints, most studies focus on ex- 
amining whether FDI is positively correlated to factors such as labor productivity. 
Few focus on producing quantitative estimates of the magnitude of spillovers. The 
spillover effect from FDI thus remains an issue requiring further empirical atten- 
tion. 


IV. FDI STUDIES IN THE PRC 


The PRC is a good case study to use in conjunction with the general litera- 
ture on FDI. The country has attracted an impressive amount of FDI since it 
embarked on economic reform more than two decades ago. Its utilization of FDI 
in the context of a relatively controlled introduction of market forces into its econ- 
omy from 1979 merits careful study, particularly for the possible lessons it holds 
for other transition economies. 

FDI flows into the PRC have attracted a great deal of interest within both 
academia and policy-making circles. Existing studies on FDI in the PRC can 
broadly be classified into three categories: those that examine the pattern of FDI in 
the PRC, those that examine the determinants of FDI in the PRC, and those that 
assess the impact of FDI on the economy. 


À. Studies on Patterns of FDI in the PRC 


A large amount of research has been devoted to studying the general profile 
of FDI in the PRC. Kamath (1990 and 1994) and Pomfret (1991 and 1994) re- 
viewed the experience of the PRC’s open door policy and discussed lessons to be 
drawn from its experience. Eng and Lin (1996) investigated foreign investors’ 
penetration of the PRC economy and their efforts to build a competitive edge for 
operations in local and international markets. Fukasaku, Wall, and Wu (1994) pro- 
vided a chronological catalogue and evaluation of the PRC’s FDI policy. Chi and 
Kao (1994) analyzed the general location and industrial distribution, sources, and 
types of FDI by examining data from a sample of foreign enterprises registered in 
1991 over a period of 5 years. Wei (1995) investigated whether the PRC has 
reached its potential in attracting FDI. Freeman (1994) described the FDI profile 
by sector and region in the PRC and Viet Nam. . 

Efforts have also been made to assess the PRC’s legal and policy frame- 
work. He analyzed the ideological changes behind this, and assessed the legal- 
institutional framework of FDI in the PRC. Kwon (1989) analyzed the taxation 
framework for FDI in the PRC. Huang (1995) offered a careful study of FDI in- 
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flows and related policies. Hayter and Han (1998) discussed the economic dilem- 
mas posed by FDI in the formation of policies. They view the “open policy” as a 
geopolitical strategy of the government to enhance technological and industrial 
capability by seeking know-how from MNCs. Zhang (1994) argued that develop- 
ing country governments can not only activate existing, but also create new, 
location-specific advantages by analyzing the performance of FDI in the PRC. 
Potter (1995) reviewed the structure and performance of foreign investment laws 
and policies. He pointed out that problems and inconsistencies still prevail despite 
the fact that the PRC’s legal regime for FDI has evolved significantly since 1978 
in terms of basic laws relating to contract, taxation, foreign exchange, and other 
regulations. 


B. Studies of the Determinants of FDI in the PRC 


In contrast to the large number of studies on the patterns of FDI in the PRC, 
relatively little research has been done to test the determinants of FDI. Wang and 
Swain (1995) investigated the determinants of FDI from 1978 to 1982. Using a 
single equation model, their study demonstrated that market size had a positive ef- 
fect on FDI inflow, while wage rates and imports had a negative effect. This study 
is one of the few that applies econometric techniques. However, it was criticized 
by Matyas and Korosi (1996) for inconsistencies in its numerical results and lim- 
ited degree of freedom. The model estimated 12 coefficients from 15 observations, 
leaving only 3 degrees of freedom. 

To increase the degree of freedom, Liu et al. (1997) analyzed the determi- 
nants of FDI in the PRC based on FDI inflow from 22 countries/regions from 
1983 to 1994. Their study showed a positive relationship between the market size 
variable and FDI inflow, and a negative relationship between the wage rate and 
FDI inflow. Broadman and Sun (1997) focused on the determinants of geographi- 
cal and sectoral distribution of FDI in the PRC. These determinants include 
market size, labor costs, and human capital. The results showed that regional GDP 
is the most important factor in determining foreign investors’ location choice in 
the PRC. 

Head and Ries (1995) developed a model in which tax incentives, infra- 
structure, labor costs, and self-reinforcing agglomeration effects determine the 
location of FDI. Their monopolistic competition model predicts that the arrival of 
FDI in a city will stimulate entry by local suppliers, creating upstream growth, 
which, in turn, makes the city more attractive to foreign investors. The hypothesis 
is supported by estimation results using data on 931 investments in 54 cities from 
1984 to 1991. 
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C. FDI, Technology Transfer, and Growth 


It is now commonly agreed that FDI has been beneficial to the PRC’s capi- 
tal formation, output and income generation, and export growth (Lardy 1996, 
Kueh 1992). Chen, Chang, and Zhang (1995) critically assessed the role of FDI in 
the PRC since 1978 on GDP, domestic savings, fixed asset investment, foreign 
trade, and the transition to a market economy. They concluded that FDI had con- 
tributed to economic growth by augmenting the resources available for capital 
formation and by increasing export earnings. In an attempt to analyze the relation- 
ship between FDI and growth, Shan et al. (1997) constructed a vector auto- 
regression (VAR) model on the basis of quarterly time series data over the period 
1985 to 1996. The results indicated that there is two-way causality between FDI 
and growth. 

Assessments differ over FDI’s contribution to technology transfer in the 
PRC. Huang (1995) stated that FDI introduced advanced technologies. Lan and 
Yong (1996) studied technology transfer and adaptation in the northeast city of 
Dalian by interviewing 36 firms, concluding that FDI had transferred advanced 
technology. However, many others have argued that relatively little advanced 
technology had been transferred. Kamath 1990, for example, argues that given the 
preponderance of real estate, commercial, tourism-related FDI, and FDI in labor- 
intensive manufacturing industries, the major transfer has been low-level technol- 
ogy in areas classified by the government as “nonproductive.” 

Despite the large number of studies, the relationship between FDI and spill- 
overs in the PRC is far from clearly defined. Work based on in-depth quantitative 
analysis is scarce due to the difficulties in obtaining data and the complexities of 
defining the relationships. Most studies are based on intuitive reasoning and are 
descriptive in nature. There is also a lack of comparative studies between firms in 
different ownership categories and industries in the PRC. One exception is Pan 
and Parker (1997), who compared management attitudes in three kinds of firms in 
the PRC. However, their study was based on only 16 enterprises. The applicability 
of their conclusions may be limited by the small sample size. 


V. FDI AND THE SPILLOVER EFFECT: 
THE REMAINING ISSUES 


The postwar era has witnessed an increasing flow of direct investment 
across national borders. This has stimulated intense debate and research on the 
role of FDI on host economies. This has greatly improved our understanding of 
FDI. However, there are still issues that need to be addressed, both at the policy- 
making level and the analytical level. 
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A. FDI Research and Policy Issues 


Recent theoretical models not only argued for FDI as a vehicle for technol- 
ogy transfer, but also used rigorous analysis to prove that the learning investment 
and cost efficiency of MNC affiliates operating locally had a significant bearing 
on spillover effects. Furthermore, political stability and high growth potential in a 
host economy will also make MNCs more willing to transfer technology. These 
conclusions have important policy implications. 

While theoretical studies focus on technology transfer from a parent com- 
pany to its subsidiary, most empirical studies aim to test the hypothesis that FDI 
leads to technological advancement and improvement in efficiency in domestic 
firms. Many studies provide evidence that FDI can act as a conduit through which 
new ideas, technologies, and working practices can be transferred to domestic 
firms. However, some studies find little evidence of spillover effects from FDI in- 
flow. This mixed empirical evidence suggests that spillover benefits cannot be 
assumed, but rather, research needs to identify the specific conditions under which 
spillovers occur. 

Some studies have specifically investigated the relationship between the 
technology gap between MNCs and domestic firms and the spillover effect. Their 
overwhelming conclusion is that spillovers are strongest in industries where the 
gap between domestic firms and foreign firms is low. This conclusion does not 
support policies pursued by many countries in seeking to attract FDI in high-tech 
industries. 

Numerous studies have explored issues relating to FDI inflow in the PRC. 
They generally confirm that FDI has greatly contributed to the PRC’s economic 
development since the beginning of economic reform. Statistics concurs with 
these findings. In 1999, FDI firms produced 26.1 percent of gross industrial out- 
put, accounted for about 20.0 percent of net fixed capital asset, and generated over 
US$10 billion of tax revenue. There were more than 5,500,000 people employed 
in FDI firms. Export share of foreign-invested firms reached 54.8 percent in 1999. 
This has greatly enhanced the PRC’s position as a trading nation. From 1980 to 
1999, the PRC has moved from the 26th largest exporter in the world to the 9th. 

The role of FDI in transferring technology to the PRC is more controversial 
however. While some studies find that FDI transfers technology to the PRC, oth- 
ers state that FDI has not fully met expectations in this regard because FDI is 
mainly distributed in labor-intensive industries. Given that one important motiva- 
tion for the government to attract FDI was, and still is, to improve the PRC’s 
overall level of technology, a careful study of the relationship between FDI and 
technology spillover is needed. In light of the findings from the mixed empirical 
results, studies of spillovers in the PRC need to be more specifically integrated 
into domestic policy frameworks and assessments of firms’ behavior. Such analy- 
sis can shed light on the mechanisms through which spillovers take place and help 
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to maximize the benefits of FDI to the PRC economy. The lessons to be derived 
from this exercise will also provide useful indicators on the most appropriate FDI 
policies to use in other developing countries. 

Until now, policy frameworks in most developing countries have tended to 
focus predominantly on attracting FDI, particularly in high-technology areas. Pol- 
icy initiatives have largely bypassed measures to enhance spillover benefits from 
FDI. There are now a large number of studies that suggest it is difficult for domes- 
tic firms to extract the benefits of spillovers when a large technology gap exists 
between domestic and FDI firms. FDI policy should be placed in a broader eco- 
nomic policy context in order for host economies to maximize the benefits they 
derive from FDI inflow. Policies can play a role by investing in basic infrastruc- 
ture, education and training, and encouraging domestic firms themselves to invest 
in technological development and to increase domestic technological capability. 


B. Areas for Future Research 


Existing studies have greatly improved our understanding of the role of FDI 
in host economies. However, there are still lacunae that need to be addressed by 
future research. Most of the existing theoretical models focus on technology trans- 
fer from a parent company to its subsidiary, while spillovers from a subsidiary to 
domestic firms have been assumed to be automatic. Moreover, most studies incor- 
porate the Gerschenkron (1962) assumption, which considers that the greater the 
relative disparity in technology level between firms/countries, the faster spillover 
takes place. Empirical studies suggest this may not be a valid assumption. FDI has 
not been given an important role in the literature pertaining to growth theory. 
More rigorous theoretical work is needed to explore the relationships between FDI 
and spillovers, FDI and domestic firms, and the role of FDI in promoting growth. 

At the empirical level, many studies suffer from the problem of omitted 
variables. The vast majority of studies employ a single equation OLS model to re- 
gress labor productivity on FDI. The possible two-way causality between FDI and 
productivity growth is ignored. More importantly, few provide careful analysis of 
the underlying influences on the impact of FDI on domestic firms’ productivity, or 
examine under what conditions spillover benefits are most pronounced. More 
work is needed on the process of technology spillovers from FDI, in particular, to 
evaluate the mechanisms through which spillovers operate. 

While the literature on FDI in the PRC has grown rapidly, most is of a de- 
scriptive nature. Because of methodological difficulties and the lack of data, little 
empirical investigation has been conducted to analyze the relationship between 
FDI and domestic firms. Comprehensive analyses need to not only study the be- 
havior of FDI firms, but also domestic firms and institutions. Careful theoretical 
investigation, empirical analysis, and detailed case studies will all strengthen our 
understanding of the impact of FDI on the PRC economy. 
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The Role of Decentralization 
in Promoting Effective Schooling 
in Developing Asia 
JERE R. BEHRMAN, ANIL B. DEOLALIKAR, AND LEE- YING SOON 


While decentralization of schooling in Asian developing countries has largely 
been driven by fiscal constraints, it has also been motivated by concerns about 
the effectiveness of a centralized system in delivering schooling services. The 
statistics are revealing about some of these concerns: while virtually all of 
these countries have made impressive gains in expanding the coverage of 
primary schooling, enrollment rates remain generally low at secondary and 
tertiary levels, particularly for children coming from disadvantaged 
backgrounds. The quality of schooling is also a cause for concern, judging by 
dropout and grade repetition rates, and international comparisons of 
achievement test scores. Another cause for concern is whether the curricula 
used are appropriate, especially for higher schooling levels. 


I. INTRODUCTION 


To varying degrees, Asian developing countries (ADCs) have adopted some 
elements of decentralization in their schooling systems. These include devolution 
of authority and responsibility for schools from central to regional or local levels, 
increased local financing of schools, decentralization of school functions, and re- 
forms in the incentive structures of schools and for their teachers. However, it is 
not clear that the measures adopted generally have led to improvements in school- 
ing, perhaps in part because decentralization measures in most countries so far 
have been incomplete. There is still no clear understanding of the economic and 
institutional conditions under which decentralization leads to more effective 
schooling. 

This paper contributes to the discussion of decentralization of schooling in 
ADCs. The first part establishes the background and rationale for these concerns 
and scrutinizes major issues of schooling in ADCs including school access, qual- 
ity, financing, management, and information issues related to schooling. The 
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second part examines various aspects of decentralization—the forms it takes in 
practice, its potential effects, and factors that influence the success of decentraliza- 
tion. | 

While virtually all ADCs have had impressive gains in expanding the cov- 
erage of schooling, particularly at the primary level, enrollment rates still remain 
generally low at the secondary and tertiary levels and for many children coming 
from disadvantaged backgrounds at all levels. Moreover, it is generally perceived 
that most ADCs have not been as successful as the high performing Asian econo- 
mies in delivering schooling of high quality, as indicated by international 
comparisons of achievement test scores in math and reading, and by dropout and 
grade repetition rates. There is also cause for concern regarding the appropriate- 
ness of curricula, especially at the higher schooling levels. The concern is that the 
current curricula, combined with examination systems with their emphasis on rote 
memorization of a mass of facts, are not equipping students with the appropriate 
analytical skills necessary for understanding and utilizing modern technologies ef- 
fectively in emerging labor markets. 

Reallocating resources among schools and increasing resources for school- 
ing may be important means for improving schooling in ADCs. But at the same 
time, some experts think that major overhauls of the incentive structures of 
schools and teachers are needed. Recent empirical studies that indicate greater ef- 
fectiveness of otherwise similar private schools over their public sector 
counterparts and of public sector schools with greater autonomy in decision mak- 
ing are interpreted as evidence that making schools and teachers more accountable 
to students and parents is critical. 

However, decentralization and greater market orientation do not necessarily 
lead to improvements. For example, some argue that decentralization of schooling 
management simply shifts the same problems to levels that are less capable of re- 
solving them. Similarly, decentralization of schooling finance—that is, increased 
reliance on more local and parental financial contributions—can end up reinforc- 
ing preexisting inequities. Thus a clear understanding of the economic and 
institutional conditions under which decentralization and greater market orienta- 
tion lead to more effective schooling 1s very important from the point of view of 
ADCs because these are the directions in which virtually all these countries are 
heading. Moreover, designing policies that counter any tendency toward a worsen- 
ing of inequities needs careful attention. 


A. School Effectiveness: Decentralization, Incentive Structures, 
and Information 


It has been argued that devolution of decision making to local and school 
levels and greater market orientation make schools and teachers more accountable 
to children and parents, more sensitive to input costs, and more efficient, thereby 
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increasing their effectiveness. But basic questions remain regarding whether such 
outcomes depend on parental or local community capabilities in influencing and 
judging the extent of value added in schools. If parental/community capabilities 
are lacking, for example, due to parents’ lack of schooling or economic resources, 
what can be done about it? Designing incentive structures for schools and teachers 
that increase their levels of professionalism in the face of limited parental and lo- 
cal capabilities is a critical challenge for schooling policy today. Meeting this 
challenge may require the development of supporting mechanisms that collect and 
- disseminate information on value added by schools. How might this be accom- 
plished? 


B. New Channels and Sources of Finance: Demand-Side and Private Sector 


While decentralization of schooling is being touted by some as an innova- 

tion in the delivery of schooling, insofar as it makes schools and teachers more 
sensitive to student learning and resource usage, it is a phenomenon largely driven 
by the fact that it can relieve strained public sector finances. However, although 
there may exist much scope for increasing user fees, the ability of many individu- 
als to pay for schooling is seriously constrained in ADCs, thus raising the question 
of whether some sort of financial assistance is appropriate.’ Demand-side financ- 
ing is one possibility receiving increased attention from policymakers. In this 
approach, money is channeled through students rather than through schooling in- 
stitutions. Examples include stipends, student loans, targeted bursaries, and 
vouchers. The Government of Thailand, for example, is considering instituting a 
voucher scheme at the secondary level and expanding its subsidized student loan 
fund. There are a host of important issues that need to be examined. These include 
the efficient administration of these schemes, the response of schools to them, and 
the effects of school choice on learning and the capability of parents to make in- 
formed choices. The rationale of demand-side financing is consistent with the new 
emphasis on accountability on the part of schools and teachers and choice on the 
part of students and their parents. Of course, parental and student choices may be 
limited to the extent that local monopolies in schooling exist, student mobility is 
restricted, and there are no good options for distance learning. To the extent that 
accountability increases and that students or their parents make informed choices, 
this mode of financing may turn out to be an efficient one. But demand-side fi- 
nancing does not necessarily imply less public sector financing, but only 


The efficiency and distribution rationale for policy that should be used to guide whether 
policy interventions are appropriate is discussed below. Within the framework discussed there, 
constraints on capacity to pay for schooling may originate in capital market imperfections that 
result in private marginal costs of schooling being higher than social marginal costs, which leads 
to schooling investments that are too low, and therefore, socially inefficient. Such constraints 
are more likely for poorer households, so distribution concerns are likely to be relevant as well. 
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channeling public funding through students/households rather than through 
schools. Thus, in addition to an evaluation of demand-side financing schemes, an 
important issue to examine is how the private sector can be encouraged to increase 
schooling financing. 


C. Quality-Quantity Trade-Offs in Resource Allocation 


One possible dilemma is that a trade-off may exist between allocating re- 
sources toward providing broad access to schooling and improving the quality of 
existing ones. Thus, in economies where both access to, and quality of, schooling 
are problems, should resources be expended on setting up schools in remote re- 
gions or on, say, increasing textbook availability in existing ones? Some 
researchers argue that the trade-off is only apparent because setting up schools 
without paying careful attention to quality encourages high dropout rates and 
grade failure, thereby leading to a failure to increase access to schooling in a 
meaningful way. The relevant issue for policy may be to identify at least approxi- 
mately what constitutes a minimally acceptable quality of schooling and to 
determine how this level of quality may be delivered. Alternatively, the issue may 
be to identify mechanisms that create the right incentives for the desired quality. 
While these are difficult questions to address, a serious attempt should be made. 
Some researchers suggest that the binding constraint to provision of better school- 
ing is the lack of motivation on the part of teachers. If so, this would reinforce the 
importance of designing appropriate incentives to motivate teachers as in subsec- 
tion A above. However, the introduction of new technologies in instruction, such 
as radio education, should not be ruled out. Indeed, some research indicates that 
there may be high returns from using radio education, particularly in remote rural 
areas where other pedagogical inputs (including motivated teachers) are lacking. 
Radio education and other forms of distant education also have the advantage of 
lessening local geographic monopolies in the provision of schooling. 


Il. FRAMEWORK FOR ANALYSIS 


The analytical framework frequently employed in the analysis of various 
aspects of human capital or investments in schooling is that developed by Becker 
(1967) in his Woytinsky Lecture. In that framework, the individual or household 
builds up human capital by investing in schooling on the expectation of deriving 
benefits from it in the form of increased earnings, heightened social standing, etc. 
These benefits decline per unit of additional investment (the usual case of dimin- 
ishing returns). But going to school has a cost—the opportunity cost of lost or 
foregone income, foregone leisure, etc. represented only partly by actual monetary 
cost. These costs increase per unit of additional investment (the usual case of in- 
creasing costs). The individual or household invests up to the point where the 
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marginal benefit from its additional investment matches the marginal cost of that 
investment. At that point the net benefit of the individual or household is maxi- 
mum. 

Along with the private sector, the government provides the supply of 
schooling to the population. From its viewpoint, the issue translates into how 
much it should invest in the schooling of its population. The framework says—up 
to the point where the marginal social benefit is exactly equal to the marginal so- 
cial cost; at that point the net social benefit is maximum. 

There can be a difference between benefits from a societywide viewpoint, 
i.e., social benefits, and benefits from a private individual viewpoint, i.e., private 
benefits, as well as a difference between social costs and private costs. Marginal 
social benefits exceed marginal private benefits when there are positive external- 
ities, that is, when benefits cannot be limited to the individual but extend to the 
community as a whole. For instance, when schooling makes people more con- 
scious of their civic duties, e.g., by making them dispose of their trash more 
carefully, or making them less prone to antisocial activities, it benefits the com- 
munity as well as the more-schooled individual. In fact, this is a principal reason 
given in support of the argument for governmental intervention in the field of 
schooling. On the other hand, marginal private benefits exceed marginal social 
benefits if the externalities are negative. 

On the cost side, marginal social costs are less than marginal private costs 
when there are imperfections in the capital market, i.e., forcing private individuals 
to pay higher interest rates on funds for schooling than rates dictated by social op- 
portunity costs. Conversely, marginal social costs outstrip marginal private costs 
when public funds allocated for schooling entail an abandonment or postponement 
of projects or activities deemed of higher priority in the nation’s agenda. 

The present paper is not, however, directly concerned with the question of 
maximizing the net social benefit from investment in schooling. Rather, it is di- 
rectly concerned with the narrower issue of whether schooling in a given country 
can be improved through decentralization. 


A. The Analytical Framework 


Analyzing the role of decentralization in the promotion of effective school- 
ing requires, first and foremost, the establishment of a relationship between 
decentralization and schooling. Is schooling promoted by decentralization? What 
is the meaning of decentralization? The structural production function relationship 
between decentralization and schooling can be described in the following general 
way: 


S = S(D, X) (1) 
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where S is schooling, D is decentralization, and X includes other factors that are 
direct inputs in the production of S. The relationship between S on the one hand 
and D (and X) on the other may be positive, negative, or even zero. The a priori 
expectation of those that favor decentralization is that the relationship is positive. 
In practice, equation (1) may be a system of equations where all three variables 
are vectors; and some of the elements of vector X may be endogenous variables 
themselves. 


B. Data Needs 


The framework requires data—statistics or indicators to represent the three 
variables. Data limit the extent to which analyses can be undertaken, and shape 
most of the estimation problems. There are difficult problems in this area, how- 
ever. If there were available data from well-designed experiments,? associations 
between observed human capital outcomes and observed determinants would re- 
veal the underlying causality directly. But for numerous reasons, including costs 
and ethical concerns, such experimental data are rarely available.’ Therefore, 
while there may be high returns for investments in some aspects of human re- 
sources to increase experimental data, most analysis has been, and will continue to 
be, based on behavioral data. Behavioral data can “speak for themselves” regard- 
ing associations between outcomes and “determinants” but not regarding causality 
between them. Further, factors unobserved by analysts,* e.g., innate ability and 
motivation, may well be important determinants of outcomes. 


“With random assignment between treatment and control groups, no attrition problems, 
and where neither the subjects nor those who provided the experimental treatments know which 
subjects receive treatments and which receive placebos. 

>Many studies that purport to be based on such natural experiments have been subject to 
considerable criticism. For example, see Deaton (1995) on Knight and Sabot’s (1990) claim that 
the difference between labor outcomes in Kenya and the United Republic of Tanzania is a natu- 
ral experiment regarding the type of government or Welch’s (1995) comments on Card and 
Krueger’s (1995) claims that such experiences as differences in state minimum wage laws con- 
stitute natural experiments. But some of the claims regarding natural experiments are more 
persuasive in the view of the authors of this paper: for example, the use of multiple births in In- 
dia as a natural experiment to explore the effect of fertility shocks in Rosenzweig and Wolpin 
(1980) and of the gender of a new baby to explore the impact of a shock on savings, time alloca- 
tion, and income in rural India in Deolalikar and Rose (1998). 

*Throughout this paper “unobserved” means unobserved by analysts and policymakers. 
What is unobserved in this sense, of course, depends on the data set, though there are some 
widely unobserved factors such as innate ability, innate health, family connections, and prefer- 
ences. Such factors, while not observed by analysts, are observed (perhaps imperfectly and with 
learning) by the individuals whose behaviors are being studied, and these individuals make de- 
cisions in part based on these factors. Examples of recent studies (or surveys of such studies) 
that emphasize these unobserved factors and their importance in analysis of behavioral data in- 
clude Alderman et al. (2001), Behrman (1997), Behrman and Deolalikar (1993), Behrman and 
Lavy (1998), Behrman and Rosenzweig (1999), Bouis and Haddad (1992), Card (1995), Deola- 
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For instance, let us consider the question of what determines, in the produc- 
tion function sense, cognitive achievement C of an individual: 


C=C(4,M, H, 5) (2) 


where A is innate ability of the individual, M the intensity of his or her motiva- 
tion, H the state of his or her health, and S the quality of the school. In practice 
there generally are no suitable statistics or indicators for innate ability and for in- 
tensity of student motivation. The analyst may be constrained to use only school 
quality and the state of health of the individual simply because there are good in- 
dicators for them, though the former two may well be true determinants of 
cognitive achievement. Therefore, the regression results may only show that, say, 
the quality of schools and the state of health of the student population are associ- 
ated with cognitive achivement, not the extent to which they cause it. 

For decentralization, statistics vary for the reason that there are many ways 
in which schooling can be decentralized. These could include, inter alia, the pro- 
portion of budgetary and spending decisions at the local level, the extent of 
school-based management (SBM), the extent of decentralization of management 
functions, and the extent of community financing of schooling. 

For other factors affecting schooling, indicators for preschool human re- 
source investment, innate ability of students, the status of their health, nutrition, 
school quality, time in school, family background characteristics, etc. will be use- 
ful. Some of these are likely to be unobserved by the analyst; good proxies or 
other means of controlling for them must be used. 

The most obvious statistic for schooling outcome is student test scores. 
Other indicators that are of the used include school enrollment, transition to sec- 
ondary school, grade repetition rates, and school dropout rates. 


C. Estimation Problems 


There are a number of possible problems in obtaining good estimates of the 
impacts of various aspects of decentralization-and other policies on schooling out- 
comes. These problems include measurement error, omitted variables, 
simultaneity, and selectivity. These are discussed in basic textbooks in economet- 
rics and will not be explained here. 


likar (1996), Foster and Rosenzweig (1996), Glewwe (1996), Glewwe and Jacoby (1995), Ha- 
nushek (1995), Heckman et al. (1994), King and Hill (1993), Miller et al. (1995), Munshi 
(1997), Rosenzweig and Wolpin (1993), Strauss and Thomas (1995), and Thomas et al. (1991). 
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D. Implications for Analysis of Endogenous Policies 


Governmental policies—including those related to schooling—are often as- 
sumed in empirical analysis of their effects to be exogenous. Yet in reality they 
are not; they are made by individuals or groups of individuals with various objec- 
tives in mind responding to various pressures from a variety of sources. This 
means that it may be misleading to evaluate the impact of governmental policies 
on human resources without controlling for the fact that governmental policies 
themselves are determined, implemented, and monitored as part of a larger set of 
behavioral decisions. The failure to control for the determinants of governmental 
policies may cause substantial misestimates of their effectiveness. 


E. Intrahousehold Allocations of Human Resource Investments 


The nature of intrahousehold allocations may modify the basic human capi- 
tal investment story because who controls resources within the household may 
affect the extent and nature of human resource investments. Several studies sug- 
gest, for example, that if women control a higher proportion of the resources, more 
investments are made in the human capital of children (e.g., Thomas 1990). 


F. Information Problems and Human Capital Investments 


The discussion to this point ignores the impact of information problems re- 
lated to human resource investment. But there is likely to be considerable 
uncertainty among individuals and households regarding the value added, charac- 
teristics, and impact on productivities of different schools. The uncertainty may 
pertain to different callings or professions and the rates of return to human capital 
specific to them. These information problems may result in the making of deci- 
sions by individuals and households with outcomes that are suboptimal from a 
social viewpoint. 

These information problems have a number of important implications. 

First, it is probably desirable to develop mechanisms for providing both 
demanders and suppliers of schooling services with better information, both about 
the current situation in the labor market and about future developments. The best 
candidate for providing resources for doing this is likely to be the government be- 
cause the needed information has the character of a public good. 

Second, future social developments may be difficult (if at all possible) to 
predict but efforts must be exerted to anticipate them. For example, a failure on 
the part of individuals and households to anticipate a change from rewarding traits 
associated with males (e.g., strength) to rewarding traits associated with females 
(e.g., manual dexterity) can result in a suboptimal allocation of human capital in- 


~~ 
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vestment. Such misreading can be lessened by careful monitoring of various 
changes. 

Third, uncertainty and imperfect information regarding good matches of 
heterogeneous individuals with heterogeneous jobs, job turnover, job demand, etc. 
may mean that there are high returns to investing in job seeking and in improving 
information about job options. The government should make the identification and 
elimination of mismatches a part of its human resources development policy or la- 
bor productivity policy. 


UI. EFFICIENCY AND EQUITY CONSIDERATIONS 
The two standard economic justifications for governmental policy interven- 


tions related to schooling, as in other areas, are (i) to increase efficiency and (ii) to 
redistribute resources.” 


A. Efficiency 


Resource allocation is efficient when a change in that allocation cannot be 
made without diminishing the welfare of at least one member of the population 
concerned. If there is efficiency, the private rate of return to an activity equals the 
social rate of return. If there are distortions in prices and costs so that private in- 
centives differ from social incentives, resources are not efficiently allocated. 
Distortions may reflect, for example, externalities or the impact of governmental 
regulations such as price ceilings. 


B. Distribution 


Distribution is a major policy motive distinct from efficiency. Distributional 
concerns are often focused on poorer members’ of society command over re- 
sources.° Good policies must balance the efficiency and the distributional 
motives. 


“These two justifications include some other common concerns about policies, such as 
questions of access and quality of services, and sustainability of overall economic development 
and of particular programs, as discussed below (also, see Behrman and Knowles 1998a). 

y policies, whatever their official justification however, distribute resources to mid- 
dle- and upper-class households. For some examples of human resource-related policies in one 
Asian developing country, Viet Nam, see Behrman and Knowles (1998b, 1999). 
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IV. MAJOR ISSUES RELATED TO SCHOOLING 
IN ADCs 


We now consider some of the major issues confronting schooling in ADCs. 
Although these issues are often discussed separately, they all are intertwined be- 
cause, in effect, they all relate to the same overall goal of maximizing the net 
social benefits of investment in schooling, subject to various resource constraints. 
Thus they are all related to the basic policy motives of efficiency and distribution. 


A. School Access 


Studies of schooling issues frequently identify “access” and “quality” as 
program objectives in the attainment of the larger equity and efficiency objectives 
of society as a whole. “Access” is usually defined as the absence of economic and 
physical barriers that keep a prospective client away from a service delivery point. 
Optimal levels of access are defined in this literature to be those that maximize 
utilization and impact. Thus, for example, taking access to the limits, schooling 
services would be delivered free of charge to a client’s doorstep 24. hours a day 
every day of the year. | 

A number of factors affect “access” to the schooling system: these include, 
primarily, the level of user fees or tuition fees, distance, and travel costs. The 
lower (higher) these tuition fees the more (fewer) poor children can attend school. 
The shorter (longer) the distance to school the easier (more difficult) the access for 
children living in remote locations. The lower (higher) the costs of travel the more 
(less) affordable it is to children of poor families. Tuition fees will be discussed 
further in subsection IV.C. 

The concrete result of access is enrollment—the number of children of dif- 
ferent cohorts able to attend their respective school grades. If the proportion of 
these children to their total cohort is high, access is said to be good. Conversely, if 
the proportion is low, access is described as poor. The distribution of access across 
income groups is particularly important in evaluating access. National averages 
may conceal the fact that only a tiny proportion of children of poor families can 
attend school. 

“Access” does not seem to be a very useful concept, in light of the basic 
policy motives, because it ignores the social marginal costs or resources with the 
result that maximizing access is likely to reduce welfare. Of course access can be 
modified to incorporate the social marginal costs, but then it is not clear what is 
the advantage of referring to “access” rather than to the efficiency location of 
schools balance by the appropriate distributional considerations. 
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B. School Quality 


School “quality” is usually defined to include all the school-related factors 
that enter into the determination of the value added of schooling. For instance, for 
cognitive achievement, school quality is one of a number of inputs into learning, 
together with individual, family, household, and nonschool community character- 
istics. The dimensions of school quality include teacher schooling and training, 
materials such as textbooks, and physical structures, as well as less easily observ- 
able factors, such as teacher morale and school management styles. Optimal levels 
of school quality from an efficiency perspective are those that equate social mar- 
ginal benefits and social marginal costs, not those that, for example, maximize 
schooling utilization and impact. Thus, for example, schools are criticized for their 
poor quality if they do not provide highly trained staff or a full range of options, 
citing studies that utilization increases with quality defined by such indicators. 
But this claim misses the point that the efficiency criterion should be the equating 
of marginal social benefits and costs, which is not necessarily the same as increas- 
ing the utilations. 

There are at least three types of relevant empirical studies of school quality 
for Asian and other developing countries. 

First, there are some studies that suggest that better school quality induces 
higher enrollments that date back at least to Birdsall’s (1985) work on Brazil. 
Other more recent studies, including those for ADCs (see Behrman and Knowles 
1999 for Viet Nam), report that school quality is distributed among communities 
to favor higher-income households. 

Second, there are a few studies on the impact of indicators of school quality 
on wages in developing countries.’ Behrman and Birdsall (1983) present estimates 
for Brazil, for example, that indicate that the rates of return in terms of labor mar- 
ket earnings to schooling quality are at least as high as those to increasing time in 
schooling, holding quality constant; and that, further, the usual rates of return to 
schooling that are estimated from data on grades of completed schooling overstate 
substantially the true rates of return to grades completed because there is a correla- 
tion between school quality and grades completed. Another and more recent study 
of the impact of school quality on wages in one of the ADCs, Pakistan, finds that 
the social rates of return to increasing school quality in rural primary schools is 
about the same as that for expanding the number of rural primary schools of the 


"There are more such studies for developed countries, particularly the United States. See, 
for example, the set of studies on school quality in a symposium edited by Moffitt (1996). 
Among these studies is one that investigates, using special twins data, the response of household 
allocations of schooling quality and earnings endowments and finds that this response is positive 
so that children with greater endowments receive more and higher-quality schooling, which 
means that evaluations of the impact of schooling quality on wages need to control for such en- 
dowments to avoid biases (Behrman, Rosenzweig, and Taubman 1996). 
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average quality of existing schools, but definitely higher than expanding middle 
schools (Behrman, Ross, and Sabot 2003). 

Third, there are studies of determinants of test scores or other indicators of 
school achievement for developing countries, including ADCs. Table 1 reproduces 
a summary of such studies as of the early 1990s. Among the five variables sum- 
marized from nearly 100 studies in this table, none has statistically significant 
positive effects for more than two thirds of the studies and only half of them— 
facilities, teacher schooling, and expenditure per student (with the last of these 
based on relatively few studies}—have significantly positive effects in half the 
studies." The teacher/pupil ratio that is widely used as an index of the quality of 
schooling has significant coefficients in half the studies, but the sign is the oppo- 
site of that presumed in half these significant cases. Moreover, schools have 
varying efficiencies in the delivery of schooling services. If so, what may be use- 
ful is the creation of incentive systems to induce better practices, which reward 
schools and the teachers and staff in them who do well by linking rewards to the 
value added of schooling.’ But the limited success in identifying the effectiveness 
of school inputs also in part reflects methodological problems—e.g., the lack of 
control for endogeneity of school attendance and school characteristics. These and 
other related results suggest that at most there are some specific inputs into 
schooling that appear to have fairly widespread impacts, namely instructional ma- 
terials, teacher schooling, and facilities. For some of these specific inputs, the 
returns to improvements may be quite high. There is also evidence that school ef- 
fects are larger than the effects of specific identifiable inputs. That is, some 
schools are much better at teaching students than others for reasons that are not 
very clear from the available quantitative studies. This means that there is the po- 
tential for increasing substantially the effectiveness of school systems if better 
practices are adopted widely, but it may be difficult to know from a centralized 
perspective what inputs would have these positive effects. 


3Just counting the studies with different results weighs all the studies equally, as Kremer 
(1995) notes, despite the differences in numbers of observations, procedures, and controls. 
' Hedges et al. (1994) examine the same studies using a meta-analysis that corrects for some of 
these differences, and find a relation between spending on schooling and output. But such an 
approach does not control for the possible problems inherent in most of these studies related to 
what determines the school inputs and how that may bias the estimates. 

"The apparent limited effectiveness of teachers’ salaries in studies surveyed in Harbison 
and Hanushek (1992) is not evidence against such a strategy because these results are from ex- 
periences in which teachers’ salaries generally have not been linked to performance, but to 
credentials and tenure. 
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Table 1. The Significance of Selected Schooling Inputs on Learning in 
School from 96 Studies in Developing Countries 


Positive Negative 
Input Number of Studies (Significant) (Significant) Insignificant 
Teacher Salary 13 4 2 7 
Schoolteacher/Pupil Ratio 30 8 8 14 
Teacher Schooling 63 35 2 26 
Teacher Experience 46 16 2 28 
School Facilities 34 22 3 9 


Source: Harbison and Hanushek (1992); also reproduced in Hanushek (1995). 


Finally, there is the issue of a trade-off between access and quality. A com- 
mon dilemma facing schooling planners in developing countries is the allocation 
of scarce resources to the expansion of school facilities versus improvement of ex- 
isting school facilities (say, by raising the pupil/teacher ratio). Deolalikar (1996) 
presents evidence for Kenya that suggests that the two interventions have diamet- 
rically opposite effects on the enrollment of poor and nonpoor children at the 
primary school level. An expansion of primary school facilities increases enroll- 
ment of the poorest children but has no impact on enrollment of children in the 
richest income groups. On the other hand, an improvement in the teacher/pupil ra- 
tio at the primary school level increases the enrollment rate of children in the rich 
groups, but actually reduces the enrollment of poor children. One reason for this 
reduction might be that improvements in the teacher/pupil ratio often take place at 
the expense of other schooling inputs, such as bursaries and scholarships, which 
primarily help poor students attend primary school. Another reason may be that 
improvements in the teacher/pupil ratio are often financed out of higher user fees 
and supplements, which in turn can have an adverse effect on the enrollment rate 
of poor children. Deolalikar’s findings thus suggest that there are strong distribu- 
tion implications in the relative emphasis on schooling quantity versus quality. To 
make the best allocations regarding tradeoffs between access and quality, the basic 
policy motives of efficiency and distribution should be addressed directly. 


C. School Financing 


School financing is of major concern in most ADCs. As already noted, con- 
cern about decentralization is a phenomenon largely driven by the hope that it can 
relieve strained public sector finances—which became much more strained in a 
number of ADCs during the financial crisis of the late 1990s. 
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There are several questions that should be addressed on school financing, 
such as where the financing comes from, what form it takes, what its extent is, 
who dispenses it, and to whom. As far as public schooling is concerned, the vast 
bulk of financing comes from taxation as well as from income of governmental 
enterprises. Some of it sometimes comes from grants from friendly countries or of- 
ficial development assistance. A small portion of it is generated by user fees or 
tuition fees of students. 

On of the most difficult of the issues attending public financing is the ade- 
quacy of financing. Public financing of schooling is almost always viewed as 
inadequate, and rarely able to cover all expenses of public schools for teachers’ 
pay, school supplies, and school facilities. As a consequence, public schoolteach- 
ers are often perceived to be underpaid, facilities are limited or nonexistent, and 
equipment is obsolete. These deficiencies also are perceived to undermine quality 
by setting back school performance as indicated by test scores of students and 
other measures. They are part of the negative outcomes of attempting to oversub- 
size public schools instead of charging user fees that reflect the true marginal 
benefits and costs. 

The question of who dispenses public finance for schooling gives rise to the 
issue of, among other things, decentralization. Is administration of financing by 
the central government more effective in the attainment of access and quality ob- 
jectives—and the more fundamental efficiency and distributional objectives—than 
administration by local governmental units (LGUs)? Or is LGU administration su- 
perior to central governmental administration? 

Furthermore, to the extent that it is not exhausted by payments to teachers 
and disbursements for supplies, facilities, and equipment, the financing can cover 
scholarships and other grants to students. These grants can be the traditional 
grants given to students in schools or can be “demand-side” grants, i.e., grants ex- 
tended directly to students in the form of vouchers to enable them to enroll in the 
school of their choice. There is increasing evidence that demand-side scholarships 
create incentives to schools to improve the quality of their services so that they 
will be able to attract scholarship holders. 

Finally, the choice of what financing mechanisms to use may be closely 
linked with the effectiveness of management. Management that functions on the 
basis of a systematic plan and that follows an orderly priority system is certainly 
better suited to administering public financing than a poorly organized manage- 
ment system. Conversely, some forms of financing, for instance, by directly 
involving demanders, may be more effective in inducing better management than 
more centralized systems. 
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D. School Management 


School management matters centrally in the evaluation of issues of access 
and quality. Also, there are many aspects of management that are tied directly to 
the decentralization of schooling. 

To begin with, the qualifications of school administrators, the principal 
mainly, in terms of schooling attainment and experience, particularly in manage- 
rial positions, is of critical importance to the efficiency and effectiveness of school 
management. In general it is perceived that the higher the schooling qualifications 
and the longer the experience in managerial work of the principal or administrator, 
the more responsive and dependable the school management. 

The decentralization argument posits that the greater the degree of inde- 
pendence granted to management, all else being equal, the better the performance 
of management, and vice versa. The expansion of the area of freedom of manage- 
ment implies decentralization and, possibly, privatization. Decentralization 
involves the transfer of functions from central to lower level units of administra- 
tion, i.e., from the central department to LGUs. In turn, privatization may take the 
following forms: (i) the transfer of ownership of public schools to private indi- 
viduals or groups, (ii) the development of private schools in parallel with public 
schools, (iii) the granting of increased governmental funding to existing private 
schools, and (iv) the acceptance of private financing by existing public schools 
(Bray 1998).!%" 

In addition to relieving the pressure on public sector financing, it is often 
argued that decentralization of schools through privatization results in more cost- 
effective schooling through inducing better management. A few studies on devel- 
oping countries present estimates that are consistent with this possibility, based on 
examining schooling outcomes (typically some type of test scores) while control- 
ling for costs, enrollments, etc. across public and private schools. Some of the 
studies are also careful in making the distinction between public and private man- 
agement of schools and public and private sources of funding. 

However, a positive association between private schooling and cost- 
effectiveness does not necessarily imply that it is private schooling per se that is 
responsible for private schools’ better performance. To illustrate, if students with 
greater ability or from privileged homes choose to attend private schools, then the 
fact that students from private schools perform better might be due only to their 
advantageous background and not to the greater effectiveness of private schools. 


Many private schools receive public funding just as many public schools receive private 
contributions, both of which factors are often ignored in the literature. 

There is a wide variety of private schools, ranging from elite private schools catering to 
children from privileged backgrounds to those run by religious or other not-for-profit organiza- 
tions to those that cater to children who have been unable to utilize the public school system. 
This variety is important to keep in mind when trying to compare public and private schools, 
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More generally, whenever there is endogenous school choice, i.e., children or their 
parents choose among different school types in a nonrandom fashion based on 
their unobserved characteristics, simple associations cannot be interpreted to have 
causal relationships. To derive policy implications, it is critical to control for these 
choices when comparing schooling outcomes across school types. 

A number of studies, including ones for several ADCs, attempt to control 
for choices of schools in their assessments of the impact of different school 
types—Jimenez et al. (1991) for Colombia, Dominican Republic, Philippines, 
United Republic of Tanzania, and Thailand; James et al. (1996) for Indonesia; and 
Kingdon (1996) for Uttar Pradesh in India.” These studies find that decentralized 
schools (whether in financing, management, or both) tend to be more cost- 
effective. But the relationships between decentralization and efficiency can be 
complex. Increases in private funding lead to a lowering of costs per student 
(holding test scores constant) but only at a diminishing rate. Thus, the average 
public school (which has local funding of 7 percent) gains more from increased 
local funding than the average private school (which has local funding of 30 per- 
cent). On the other hand, Bashir (1997) finds that in primary schools in Tamil 
Nadu, India, fully private schools were the least cost-effective whereas govern- 
ment-aided schools were the most cost effective; fully governmental schools were 
in between. King and Ozler (2000), in their study of Nicaraguan school decen- 
tralization, find that de facto decentralization (measured by the proportion of 
decisions made locally) increases student achievement; de jure status does not 
have a significant effect. 

Clearly, more careful research is needed on explaining differences in cost- 
effectiveness. Lockheed and Jimenez (1994) suggest that one reason for the 
greater cost-effectiveness of private schools may be that principals in private 
schools typically have greater control in school-level decisions, such as selection 
and utilization of teachers and their services, choice of textbooks, adaptation of 
curriculum, and improvements of instructional practice that influence student out- 
comes. When coupled with the fact that principals in private schools are more 
directly accountable to students’ parents, they have strong incentives to exercise 
their control on school-level decisions in a manner that is compatible with parents’ 
interests. 


12 Control for choice of school with the data usually available is very difficult. Generally, 
it is impossible to find exogenous variables that plausibly affect the choice of type of school but 
do not directly affect what is learned in school, as would be required to identify the effects of 
type of school on what is learned through using instrumental variable estimates. Jimenez et al. 
(1991) basically control for school choice not through such exclusions, but through functional 
forms, which also requires strong assumptions. For such reasons, Riddell (1993), who has care- 
fully reviewed the evidence of Jimenez et al., stresses the need for caution in interpreting their 
results (cited in Bray 1998). 
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Because the issue of teacher selection and utilization of teacher services has 
drawn much recent attention, particularly in the context of decentralization and 
school cost-effectiveness, it is useful to consider the issue in greater detail. In a 
review of the empirical literature on cost-effectiveness of various schooling inputs 
(including teacher inputs), Pritchett and Filmer (1997) find a tendency for public 
sector allocation of schooling inputs to be biased toward teacher-related inputs 
over other pedagogical inputs (such as instructional materials). They argue that the 
pervasiveness of such allocation of resources is only consistent with decision mak- 
ing that gives an overly large weight to teacher welfare. Why should decision 
makers act in this way? Pritchett and Filmer suggest that the answer is that deci- 
sion makers are cognizant of the fact that teachers vote while books do not. 
Students and parents may not be well aware of the optimal mix of inputs in the 
pedagogical process and in any case typically are not organized well enough to in- 
fluence centralized decision making regarding school inputs. 

There is support for the view that incentive structures in public schools are 
inadequately geared toward improving student outcomes. Two studies for India 
provide examples. First, Dreze and Gazdar (1997), on the basis of surveys of 15 
villages in four districts of Uttar Pradesh, found teacher absenteeism to be en- 
demic among public primary schools. And when teachers were present, they were 
engaged only to a limited extent in instruction, prompting the authors to describe 
schools as essentially “child-minding” centers. Parents were well aware of shirk- 
ing among teachers and perceived this behavior to be one of the fundamental 
problems with schooling.” In contrast, despite the fact that teachers in profit- 
oriented private schools were typically poorly paid and less qualified in terms of 
credentials relative to public schoolteachers, they appeared to be more effective if 
only because they had to turn up to teach!* Second, Duraiswamy et al. (1997) ex- 
amine public, private-aided (which account for 20-30 percent of all schools at the 
primary and secondary levels), and private-unaided schools in eight districts of 
Tamil Nadu. In some cases, salaries of teachers in unaided schools were a quarter 
of those in public schools. While the salaries of teachers in private-aided schools 
are paid by the state, the private management of these schools has the option of 
hiring teachers whom they regard as better (instead of being assigned teachers 
from Madras). In principle, private-aided schools can fire teachers whom they re- 


!3 Access to primary schools did not appear to be too significant a problem in the sample 
villages. This was consistent with research on rural Uttar Pradesh that indicates that only about 
2 percent of the rural population lived more than 2 kilometers from a primary school (a little 
worse than the corresponding figure for India as a whole). However, this can be a significant 
distance in view of prevailing social and cultural norms. For example, female children are not 
encouraged to travel outside the village independently. This obviously creates one more hurdle 
for their schooling. 

“Bray (1998) characterizes Kingdon’s (1996) study to provide evidence consistent with 
that in Dreze and Gazdar (1997). 
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gard as inefficient. They can also fill vacancies and replace absent teachers 
quickly. In contrast, public schools are much more constrained in all of these deci- 
sions. The finding that districts with a greater percentage of private-aided schools 
perform better in terms of average performance on statewide test scores is consis- 
tent with the hypothesis that decentralizing management practices within public 
schools may lead to better schooling outcomes. 

Finally, in addition to preference for better-qualified administrators, appro- 
priate incentive systems for teachers could be instituted. Teacher motivation is a 
critical factor in determining schooling outcomes and thus it is often suggested 
that a portion of teachers’ salaries be associated with student performance. In 
practice, unfortunately, such schemes are often not very successful. Kremer (1995) 
illustrates the point with reference to Kenya’s policy of judging primary schools 
on the basis of results achieved in a national exam held in the eighth grade. 
Schools have responded to the incentives, but the incentives are too narrow: many 
schools seem to indulge in the practice of allowing only the best students to take 
the exam while forcing others to repeat the seventh grade. Moreover, such nar- 
rowly defined incentives may also encourage cheating and leakage of exam 
questions.” 


E. Information Issues 


Information problems are pervasive in all the issues discussed above. Were 
there no information problems, for example, many of the management issues 
would not be problems. Misallocations of resources would be very visible and eas- 
ily correctable by central authorities, at least if the central authorities had 
sufficient enforcement powers. 

From an efficiency perspective, information is likely 7 not to be produced and 
disseminated by private suppliers until the point at which the social marginal 
benefits equal the social marginal costs. This is because there are usually strong 
increasing returns to the provision of information with the result that the marginal 
cost curve is downward sloping (or even zero if information is a pure public good) 
over a wide range. Therefore, private entities cannot charge a price equal to the 
marginal cost and cover their costs. Only by charging a higher price and restrict- 
ing information to a lower level than that at which the marginal cost equals the 
marginal benefit can a private entity cover its costs. A further complication is that 
various participants in the schooling process may find it advantageous to attempt 
to create and exploit situations in which there is asymmetric information. Teachers 


Sk ingdon (1996) does not use the school test scores in her comparison of public and pri- 
vate schools because of widespread cheating in these examinations. Instead, she uses 
standardized tests of numeracy and literacy designed by the Educational Testing Service, 
Princeton, New Jersey, for a series of studies some of which are summarized in Knight and Sa- 
bot (1990). 
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who want the option to shirk or to “moonlight,” for example, find it advantageous 
if there is asymmetric information about their time use so that neither their superi- 
ors in the schooling system nor parents of students know how they are using their 
time. As another example, schools that succeed in attracting better and more moti- 
vated students have incentives to obscure the difference between the cognitive 
achievement levels (or indicators of success) of their students and the value added 
of the schools themselves. 

From the perspective of distribution, particularly regarding schooling of stu- 
dents from poorer households, information problems tend to increase inequalities. 
This is because the poor are usually less able to access and process information, in 
part because they tend to have received relatively limited schooling. 

In a rapidly changing world with great heterogeneities and substantial 
shocks, moreover, information imperfections are unavoidable. This is a major rea- 
son to be concerned with designing institutions and mechanisms that convey better 
information. Local demand-based financing, for example, may more effectively 
convey the preferences regarding schooling of parents and the local community 
than more centralized direct information collection procedures. Likewise, school- 
employer relations may improve information for the schools about the training 
that employers want, and for the employers about the characteristics of students. 
But because markets are unlikely to provide sufficient information on their own, 
as noted above, it is likely to be desirable for there to be some regulations or sub- 
sidies regarding information disclosure. For example, schools and other schooling 
institutions might be required to make public information on the valued added in 
test performance and placement of their students so that potential clients may be 
better informed. It may be difficult to design perfect indicators of performance, 
but that does not mean that improvements cannot be made in the provision of use- 
ful information. 


V. DECENTRALIZATION AND SCHOOLING 


To varying degrees, all ADCs have adopted elements of decentralization in 
their schooling systems. Along with the devolution of authority and responsibility 
for schools from central to local levels, decentralization also typically involves in- 
creased local financing of schools. In terms of functions that have been 
decentralized, the curriculum and testing remain centralized practically every- 
where. On the other hand, functions such as the selection of teachers, textbooks, 
and other instructional materials, and facility construction and maintenance, are 
being left increasingly to schools or other local decisionmakers. Reforming the in- 
centive structure—particularly of public schools and their teachers—to be more 
responsive to the needs of students and parents may lead to large payoffs. 
Throughout the region there are policy debates about whether decentralization 
should be pursued further, or whether some or all the elements of decentralization 
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introduced so far should be reversed. Often these debates are related to discussion 
of such particular issues as school access, school quality, school financing, school 
management, and information related to schooling—and to interpretations of 
rather limited empirical evidence, often with insufficient attention to the basic pol- 
icy motives of efficiency and distribution. 

Decentralization may have an important impact on schooling and other hu- 
man resource investments, mainly through its effect on the marginal cost curve. 
The higher the price charged, in reflection of higher costs, the less the quantity 
demanded by the public for schooling. Therefore, the efficiency with which 
schooling services are provided is of interest because of pressures on fiscal defi- 
cits. In fact, as already noted, it would appear that fiscal concerns have often 
motivated interest in decentralization in ADCs at least as much as concerns about 
the effectiveness of the schooling sector. 

The production of human resources-related services can be viewed similarly 
to the production of other services. To illustrate, consider the issue of what deter- 
mines cognitive achievement by schools. Schools are institutions that use certain 
inputs (e.g., time of students, time of teachers, textbooks, and other materials) to 
produce products (e.g., greater cognitive achievement).'° How well such products 
are produced relates to various dimensions of economic efficiency, just as in other 
productive institutions in society. The school authority in this example can do best 
by using the resources that it employs fully and well in an engineering sense and 
by ensuring (i) allocative efficiency in distributing inputs among the production of 
various products; (ii) input choice efficiency to choose the right quantities of 
teachers’ services, textbooks, and other inputs; and (iii) output compositional effi- 
ciency regarding the right quantities of increments in reading and math and other 
products, given the relative incremental values or prices that society places on 
these products. These three dimensions of efficiency are interdependent, which 
adds to the complexity of attaining them. 

Information inadequacies further exacerbate the problems in attaining effi- 
ciency, as noted in subsection IV.E. For example, if the school authority had 
perfect knowledge of all the relative incremental social values (prices) of inputs 
and outputs and of the production technology, it could issue regulations to the 
schools to produce the socially optimal combination of reading and math incre- 
ments and other products by purchasing the right combination of teachers’ 
services and textbooks and other inputs, and then allocating them among reading 
and math and other products efficiently. It then could see that the regulations were 


Schools often are characterized by the levels of test scores or other outcomes, but what 
is of interest in assessing school performance is the “value added” (e.g., increases in—not levels 
of—cognitive achievements). Schools with selective admissions may have high cognitive 
achievement but not much value added. 
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followed through monitoring and could impose strong sanctions for any behavior 
that differed from that prescribed. 

But in the real world, the situation is much more complex and information 
is quite imperfect. There are many more inputs and many more outputs, and the 
intensity efforts of some inputs (e.g., students, teachers) reflect behavioral choices. 
Information is quite imperfect regarding the social values for incremental outputs, 
the nature of the production technology for the outputs of interest, and even the 
social values for incremental inputs since, in some of the relevant markets, (e.g., 
the market for teachers) there may be substantial distortions due either to market 
failures (such as externalities) or policy distortions (laws and regulations relating 
to employment practices). Therefore, there may be an important role for improved 
information on schooling, as well as for the design of institutions that induce effi- 
cient behavior. 

These information problems, particularly in the presence of heterogeneities 
(in prices, preferences, and endowments) and changing conditions are at the heart 
of proposals to make governmental services more responsive to local conditions. 
Examples of these proposals are decentralization, treating equally all public and 
private providers of such services, and mechanisms such as voucher systems and 
community groups through which at least some financial resources are channeled 
to increase the effective voice of clients for publicly subsidized services (rather 
than have all subsidies go directly through the supplying agencies). On a priori 
grounds, such proposals appear attractive. 

But these possibilities are not without problems, many of which are re- 
hashed in the interchange between Prud'homme (1995) and McLure (1995) on 
decentralization. Prud’homme, for example, claims that the “pure” case of com- 
plete decentralization can (i) increase disparities because interregional disparities 
are likely to be relatively great in comparison with intraregional disparities; (ii) 
jeopardize macro stability by shifting all fiscal functions to local jurisdictions; and 
(iii) undermine efficiency and increase corruption because local electorates are 
unlikely to express effectively their demand preferences, particularly in the pres- 
ence of local power monopolies, and because decentralization focuses only on 
pressures for demand efficiency but not for production efficiency, particularly if 
there are economies of scale or of scope. McLure argues that this case of “pure 
decentralization” is a “person of straw” of little interest, and that Prud’homme’s 
proposed remedies of differential decentralization of different functions (e.g., 
revenue versus expenditure functions, and stabilization versus local service provi- 
sion, for different geographic areas and for different sectors) in fact is “little more 
than the conventional wisdom in this area” (p. 221). Prud’homme’s position is 
probably useful as a reminder that decentralization needs to be more than a mantra 
to be repeated in the presence of inefficiencies; that a priori logic suggests that dif- 
ferent functions might best be decentralized to different degrees in the interest of 
efficiency and distribution; that decentralization can be done badly; and that, in 
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the inevitable presence of information problems, the development of competitive 
mechanisms and better monitoring potentially have great importance. 


VI. DECENTRALIZATION IN PRACTICE 


A great deal of decentralization in schooling around the world has been 
based in part on the assumption that the quality of instruction will improve by 
shifting decision making and accountability closer to children, classrooms, and 
schools. Moving the responsibility of decision making to local schools implies re- 
distributing power from central bureaucrats to principals, teachers, and parents, 
who presumably have a greater stake in the content and quality of local schooling. 
Proponents of decentralization believe that granting power and authority to these 
stakeholders will make schooling more responsive to the needs of local communi- 
ties, and will more fully exploit the knowledge, creativity, and initiative of agents 
at the school and community levels. 

At the same time, it is important to remember that both centralized and de- 
centralized schooling systems have potential benefits and liabilities. After all, 
schooling in the United States (US) was very much a local responsibility up until 
the late 19% century (Fiske 1996). In response to the perceived inefficiencies and 
local corruption associated with the decentralized system, a movement arose in the 
early 20 century to centralize school administration under the leadership of 
schooling professionals in states and districts. The pendulum has now swung in 
the opposite direction, as a growing movement in the US now wants to decentral- 
ize schooling once again through such means as vouchers, charter schools, and 
school-based management (SBM). As Fiske puts it, “...every reform aimed at cor- 
recting abuses contains the seeds of the next set of problems.” 

A number of specific reforms typically accompany decentralization of 
schooling. These include downsizing of the central schooling administration, 
devolution of administrative and financial authority to lower levels of government 
(such as provincial or local governments or school districts), SBM, community fi- 
nancing of schooling, curriculum reform, and school vouchers and demand-side 
financing. 


A. Downsizing of Central Bureaucracies in Schooling 


An important correlate of decentralization in schooling is the downsizing of 
the central schooling administration. Decentralization results in the elimination of 
superfluous layers of bureaucracy, thereby improving the chains of command in 
decision making and delivering a larger proportion of financial and human re- 
sources directly to local governments, schools, and students. The money thus 
saved can be made available either to local governments, school districts, or di- 
rectly to schools. However, more important than a mere reduction in the size of 
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the central bureaucracy is a fundamental change in the role of a scaled-down cen- 
tral administration. The latter effectively becomes a service center that is 
accountable to schools and provides timely and appropriate support to local 
schools and communities. 


B. Devolution of Authority to Local Governments 


The most important aspect of decentralization is the devolution of spending, 
staffing, and schooling content (e.g., curriculum, testing) authority from a central 
administration to lower levels of government. In most developing countries, this 
has meant shifting decision-making power from central ministries of schooling 
down to the provincial, district, and municipal levels. Typically, decentralization 
is part of a larger devolution of administrative and budgetary authority from the 
central government to local governments, generally resulting from major political 
reform. During the 1980s, for example, decentralization in the administration and 
delivery of schooling and health took place in many countries in Latin America as 
a logical response to the process of political democratization taking place in these 
countries. 

In Chile, decentralization of schooling took the form of municipalization— 
the formal transfer of public school administration at the primary and secondary 
levels to the municipalities, while technical-vocational schools were, for the most 
part, transferred to the private sector. The process of municipalization was imple- 
mented at a rapid pace in Chile, such that between 1980 and March 1982, 84 
percent of all state-operated primary and secondary institutions had been trans- 
ferred to the municipalities, a process that was completed by 1986 (Latorre et al. 
1991). 

In India, decentralization has accompanied the process of economic liber- 
alization, as the country’s parliament increasingly has recognized the limitations 
of large, centralized bureaucracies in solving the economic and social problems of 
communities. An innovative and unprecedented opportunity to empower local 
communities to control the important resources that affect them was offered by 
India’s Parliament in the 73 and 74" constitutional amendments—namely, the 
local government or Panchayati Raj Act of 1992. The Act gave control to elected 
village and urban councils (“panchayati raj institutions” or PRIs) over a wide 
range of social and development activities of governments, including schooling, 
health care, nutrition, and safe drinking water and sanitation. PRI members are 
elected. To redress historical inequities, the Act requires a third of PRI members 
to be women, who need to have a similar representation in PRI leadership posi- 
tions. Scheduled castes and tribes are also required to have a representation on 
PRI councils in proportion to their population. The PRIs are funded by block 
grants from the state and central governmental budgets as well as from some local 
taxes (Fiske 1996). 
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In some states in India, village panchayats are already successfully organiz- 
ing their communities to make better use of existing services, for example, by 
arranging transport to health units for medical emergencies, particularly for 
women in labor, maintaining hand-pumps and improving the village environment, 
and maintaining volunteer posts for village supply of contraceptives. In these 
states, village panchayats also attempt to ensure that village schools are ade- 
quately maintained, that teachers turn up for work, and that children attend school 
regularly. 

Similarly, greater fiscal decentralization was mandated in the Philippines by 
the Local Government Code of 1991. Subsequent to its implementation, local gov- 
ernmental expenditures on schooling rose nearly sevenfold—from P0.8 billion in 
1991 to P5.7 billion in 1996. This resulted in a large increase in the percentage of 
public spending on schooling accounted for by LGUs— from about 2.1 percent in 
1990 to 8.3 percent in 1994 (ADB 1998b). Despite the increase, the share of 
LGUs in total public spending on schooling is modest in absolute terms, and re- 
flects the fact that, unlike health and social welfare—where there has been much 
greater decentralization—schooling in the Philippines remains primarily the re- 
sponsibility of the central Government. 

Decentralization involves determining the appropriate level of government 
to which services should be transferred. Municipalities have been the focus of de- 
centralization policies in schooling in many countries. However, state and federal 
agencies continue to be major actors in schooling delivery. For this reason, many 
advocates of decentralization emphasize the need for the federal government to 
increase the local autonomy of decision making and public participation and to 
ensure cooperation among local governments. 


C. School-Based Management 


SBM is another avenue of decentralization that has been adopted by some 
countries to increase school autonomy and to devolve decision making to teachers 
and sometimes to parents, students, and community leaders as well. The idea be- 
hind SBM is that devolution of management authority and spending power to 
local governments is not enough. The school is where teaching and learning ulti- 
mately take place, and hence SBM is thought to be key in improving the schooling 
system by engaging those closest to the action in key decisions. 

SBM typically involves the creation of a schoo] committee or board— 
comprising teachers, parents, and community members—that, through legislative 
action, is empowered to make decisions in three areas: budget, personnel and 
staffing, and curriculum/programs. Thus, these “on-site administrators” become 
responsible for the distribution of money, allocation of resources, changes in in- 
structional programs, the school calendar, and the school day. Obviously, the 
scope of local empowerment varies greatly across countries and across school dis- 
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tricts. There are few developing countries where school committees have full au- 
thority over all three areas of decision making. Typically, school committees can 
simply control the use of funds allocated by a central authority, and exercise con- 
trol in defining the types of support services needed and selecting the providers of 
those services. In other cases, school committees have authority in determining 
and implementing instructional improvements within the broad confines of a cen- 
trally mandated curriculum. In yet other situations, school committees have the 
authority to devise and implement their own staff development plans, but have no 
say in the hiring and firing of teachers, as teacher recruitment is handled by a cen- 
tral governmental authority (such as a teachers’ service commission). 

A dimension in which the implementation of SBM varies across countries, 
regions, and school districts is in the extent of teacher collaboration. In an ideal 
SBM situation, teachers should play a key role in staff development, mentoring, 
and curriculum development, and become key partners in school and staff supervi- 
sion and evaluation. 

Another dimension in which the implementation of SBM varies from one 
context to another is the extent to which parents and community are involved as 
true partners in school decision making. 

In the US, several states, such as Colorado, Florida, Kentucky, North Caro- 
lina, and Texas, have mandated some form of participatory decision making at 
every school. In addition, hundreds of districts in other states are engaged in the 
process. Large urban school systems, such as those in Chicago, Miami, Los Ange- 
les, San Diego, and Rochester (New York) have taken steps toward “site-based 
management.” Chicago is a leader in this area, and has empowered local school 
councils that include administrators, teachers, parents, and community members to 
“hire and fire” school principals and make critical decisions about a school’s 
budget and programs. 

In New Zealand, decentralization of schooling has meant that local schools 
are run by boards of trustees consisting of five elected parents, the school princi- 
pal, an elected staff representative, and, in secondary schools, a student and four 
other people chosen to provide expertise or balance. A locally written charter that 
spells out the school’s goals and plans, but includes a compulsory section on cur- 
riculum, governs each school’s operation. Schools are still funded from the 
national treasury on a per pupil basis, and schools typically receive their entitle- 
ments in the form of a block grant or “bulk funding” plan that covers all expenses, 
including teacher salaries (Fiske 1996). 


D. Community Financing of Schooling 
Another form of decentralization that is common in many developing coun- 


tries, sometimes in part out of necessity given the limited resources provided from 
more centralized sources, is increased local (mainly community) financing of 
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schooling. In some countries, particularly in Africa, governmental provision of 
schooling has all but collapsed owing to severe fiscal crises. This has resulted in a 
large increase in the number of community-financed schools in these countries. In 
Asia, there has long been a tradition of community-run schools in countries as dis- 
parate as Bhutan, People’s Republic of China (PRC), Indonesia, Malaysia, and 
Nepal (Bray 1998). For instance, in 1990, 41 percent of all full-time primary 
teachers and 10 percent of all full-time secondary teachers in the PRC were em- 
ployed by communities. In Nepal, communities operated 18 percent of secondary 
schools in 1991 with little or no support from the government. 

The main reason for the existence of community schools is to meet excess 
demand for schooling. While most communities would prefer the government to 
provide all schooling inputs, they recognize that this is not always possible or 
practical. Community schools therefore have arisen to make up for governmental 
shortfalls in resources for local schools. In some cases, community financing has 
arisen to meet the demand for alternative forms of schooling. For instance, the mi- 
nority Chinese community in Malaysia has formed community schools that extend 
the standard national curriculum by teaching Chinese language, history, and cul- 
ture. In 1995, independent Chinese schools enrolled more than a quarter of the 
pupils in private secondary schools and represented 3.3 percent of total (public 
plus private) secondary school enrollments in Malaysia (Tan 1988). Similarly, in 
the mid-1980s, enrollments in community schools run by Islamic communities 
(and that fall under the control of the Ministry of Religious Affairs rather than the 
Ministry of Schooling and Culture) constituted 14, 12, and 9 percent of total pri- 
mary, lower secondary, and upper secondary enrollments, respectively (World 
Bank 1989). 

There are several ways in which community financing is typically provided. 
The most common government-community sharing formula is for the community 
to take responsibility for school capital—land, buildings, furniture—and for the 
government to provide teachers. While some community schools rely on parental 
and community cash contributions for capital projects, others, especially those in 
rural areas, encourage inputs in kind—typically, construction materials for build- 
ings and food for students and teachers. In some rural community schools, 
community inputs in the form of labor for construction and maintenance, as well 
as for planting and harvesting crops that could be used in school meals, are en- 
couraged. 

Most governments typically provide teachers to community schools, and 
even prohibit communities from employing their own teachers, so that they can re- 
tain more control over curriculum and quality standards. However, in some 
countries, such as PRC, Myanmar, and Nepal, governmental resources are inade- 
quate even for providing teachers, and communities therefore employ their own 
(Bray 1998). Even in countries where the government provides teachers in com- 
munity schools, it is not unusual for communities to supplement teacher salaries, 
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especially when official teacher salaries are very low. In such cases, communities 
typically raise the recurrent amount needed for teacher salary supplements through 
school “supplementary” fees. 


E. Curriculum Reform 


Curriculum reform may provide schools with the flexibility to adapt their 
schooling programs to meet the needs of their students. The objective of such re- 
form is to promote quality and equality for all students through curriculum, 
instruction, and testing initiatives that are based on a realistic assessment of stu- 
dent preparedness and community needs. Often in developing countries, 
administrators see a centrally mandated and standardized curriculum as a way of 
instituting and implementing minimum instructional quality across disparate re- 
gions. However, this is often an elusive goal, and simply results in increasing the 
irrelevance of schooling for students in poor and underserved regions. For in- 
stance, there are often large interregional variations within a country in the 
proportion of secondary school students who go on to university. A curriculum 
that prepares secondary students for tertiary schooling may be appropriate in a re- 
gion where a large proportion of secondary school students continue on to the 
tertiary level but inappropriate in another region where most secondary school stu- 
dents directly enter the labor force. In addition, an unrealistically rigorous national 
curriculum and high standards for national examinations can result in substantial 
inefficiency through providing the wrong mix of education for the local economy. 

While it is often thought that curriculum development requires a level of 
expertise that can only be provided by centralized and large agencies, there is a 
body of research showing that the professional interaction that results when teach- 
ers in local schools assemble to write curricula is a powerful force for improving 
schooling (Hannaway 1993). 


F. School Vouchers and Demand-Side Financing 


Another form through which schooling decentralization has been imple- 
mented is demand-side financing. This involves channeling public funds through 
students rather than through schooling institutions in the form of school vouchers, 
stipends, student loans, and targeted bursaries. School vouchers have been the 
most common form of demand-side financing in many developed countries and 
some developing countries. Under the school voucher system, the government 
provides students, particularly those from poor backgrounds, with vouchers that 
can be used to pay for tuition and entrance fees at any school, private or public. 
Under most voucher programs, there is a limit on the value of a voucher, which is 
typically equal to the cost of tuition at lower-priced private schools but is signifi- 
cantly less than the cost of tuition at the highest-priced private schools. 
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There are two main arguments for school vouchers. First, a voucher pro- 
gram enables access to higher-quality, private schooling for poor students who 
would ordinarily not be able to afford it. Second, by making public schools com- 
pete with private schools for students, the system puts pressure on public schools 
to improve the quality of the schooling that they offer. The net result is increased 
efficiency and greater accountability in both public and private schools. 

As King et al. (1998) have argued, the issue of providing poor students with 
a choice between public and private schools is secondary in many developing 
countries. In many cases, students, especially at the secondary level, do not have 
any access to public schooling because of insufficient public school capacity. This 
is especially true in remote, poor regions. A voucher system encourages private- 
sector delivery of schooling in such areas, and allows students who would other- 
wise not have gone to school to obtain schooling. 

While the “school-choice” movement has gained enormous political mo- 
mentum in industrial countries (particularly the US), there are few developing 
countries that have moved in this direction. Colombia is a notable exception. It 
launched a national voucher program in 1991 under which vouchers were targeted 
to the poorest students, with poverty status being determined geographically (on 
the basis of census data on poverty). In 1995, students in 1,800 private schools in 


217 municipalities used about 90,000 vouchers. Voucher students accounted for 8 - - 


percent of all students in private secondary schools (King et al. 1998). Recent es- 
timates suggest that there were significant gains to poor students who were 
assigned in a lottery to receive vouchers to attend low-cost private schools in this 
program (Angrist et al. 2002). No country in Asia has a national voucher program. 
The Government of Thailand, however, is considering instituting a voucher 
scheme at the secondary level to expand secondary school enrollments.” 


VII. POTENTIAL EFFECTS OF DECENTRALIZATION 


The general considerations regarding decentralization (all of the second part 
of this paper) and the discussion of the issues that underlie some of the considera- 
tions of decentralization (Section VI) both suggest that the potential effects of 
decentralization may depend critically on what is being decentralized and on how 
it is being decentralized. Therefore, the potential effects of some major aspects of 
possible decentralization are covered here. 


Thailand has one of the lowest secondary school enrollment rates of any country at its 
level of per capita income (Deolalikar et al. 1997, ADB 1998c). 
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A. Impact of Financial Decentralization 


The starting point for considering financial decentralization is establishing 
the extent of user fees for public schools. (It is not clear that there should be pub- 
lic regulations regarding user fees for nonpublic schools.) If such fees are paid and 
maintained at a local level, their collection and expenditure are important compo- 
nents of decentralized financing. From an efficiency perspective, user fees should 
be set so that enrollments are at the level at which the social marginal benefits of 
each school level equal the social marginal costs, which has at least three impor- 
tant implications. First, because all levels of schooling probably have positive 
private marginal benefits at the efficient enrollment levels in ADCs, there should 
be positive user fees for all levels of schooling. Second, if the private marginal 
benefits are higher for upper secondary and tertiary schooling than for basic 
schooling, then user fees should be higher for these schooling levels (and vice 
versa). Third, at least for basic schooling, the marginal private benefits are likely 
to differ geographically in part because of marginal cost and quality differentials, 
so setting the rates at local levels is likely to be more efficient.’* From a distribu- 
tional perspective, there may be reasons for lowering some user fees to below 
what would be warranted on pure efficiency grounds, particularly for targeted 
poor students. These concerns will almost certainly vary widely geographically. 

Beyond user fees are public subsidies for schooling that should be deter- 
mined by the efficiency (i.e., divergences between the social and private marginal 
rates of return) and distribution considerations that were discussed in subsection 
II.B. There are at least three major questions related to decentralization of these 
subsidies. 

First is the question of the types of schools that subsidies should apply to. 
From an efficiency perspective, they should vary by school level, quality, and ori- 
entation to the extent that there are variations in the degree to which the marginal 
social rates of return exceed the marginal private rates of return by school level, 
quality, and orientation. But there is not an obvious reason that they should vary 
by ownership of the school, whether it be pure public, mixed, nongovernmental 
organization (NGO), pure private, or some other combination. 

Second is the question of the extent to which these subsidies should be 
channeled through the demand side (i.e., through households using vouchers or 
through community groups). On a priori grounds, one attractive dimension of fi- 
nancial decentralization is probably to increase substantially demand-based 
financing in which public subsidies are transferred through parents or community 
groups rather than, as in supply-side financing, entirely through schools and other 


'’For higher schooling levels, the labor markets are likely to be more integrated and cen- 
tered on major metropolitan areas so there may not be important differences in private marginal 
benefits by locality. 
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schooling institutions—historically the dominant channels of such subsidies. This 
has the distinct advantage of creating incentives for schooling institutions to be 
more responsive to the demands of their major clients, and thereby limiting the ef- 
fects of one major information problem that is pervasive in the traditional 
centralized system. Thus, there is potential for significant improvements in access, 
quality, and management as perceived by parents and communities. In contrast, 
supply-side financing creates incentives for teachers and staff to focus on satisfy- 
ing those who are in the next higher rank of the schooling hierarchy—ultimately, 
in most ADCs, those in the Ministry of Schooling in the capital city, a group that 
is not likely to be very well informed about local conditions, preferences, and per- 
ceptions. Arguably, some of the subsidies should still be channeled through the 
supply side, even if most are channeled through the demand side, because there 
will still need to be some accountability to more centralized authorities with re- 
gard to information and disclosure requirements. 

Third is the question of the extent to which the resources for public subsi- 
dies for local schooling should be raised locally. There seems inevitably to be 
some opposing considerations on this point. On one hand, one of the advantages 
of decentralization is to accommodate better heterogeneities in preferences and 
perceptions, so local decisions regarding the value of raising funds to finance local 
schools may be more efficient than more centralized decisions. There is also some 
evidence from ADCs, as noted in subsection IV.C, that at least some local in- 
volvement in financing local schools leads to greater parental involvement in 
schooling and more successful schooling. On the other hand, schools may have 
social benefits beyond private benefits either from an efficiency perspective or 
from a distribution perspective that accrue to the nation rather than just the local- 
ity. For this reason, it is desirable to raise some of the funds nationally and transfer 
them to localities in which the social benefits, for efficiency and distribution rea- 
sons, are relatively large. But such a process inevitably involves some element of 
negotiation and compromise, in part because of the imperfect information about 
local conditions that motivates much of the decentralization in the first place. 

Aside from the question of local authority over setting user fees and raising 
public subsidies for schooling, is the question of how effectively local authorities, 
such as provincial or district schooling officers and school boards, are able to util- 
ize the budgetary funds transferred to LGUs and schools as part of financial 
decentralization. The local units have considerable discretion over how these re- 
source transfers or block grants are spent. There is concern in some quarters that 
local governments and schools, lacking experience and skills in managing such 
funds, may use these funds inappropriately. In addition, there could be a signifi- 
cant waste of budgetary funds through local corruption and fraud in the absence of 
effective controls and audits. 

On the other hand, it is possible that local governments and schools might 
be able to use the funds more effectively, as they have better information about lo- 
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cal needs and local costs of goods and services. Data for the Philippines show that 
school construction costs were lower when local governments rather than the cen- 
tral government carried out construction projects (ADB 1998b). In the Philippines, 
as part of the devolution, responsibility for such construction and maintenance of 
public primary and secondary school buildings now rests almost entirely with mu- 
nicipal and local governments. 

If decentralization involves raising resources for public subsidies for 
schooling locally, it runs the risk of favoring more prosperous municipalities and 
regions relative to those that have a weaker revenue base. Again, this is not an ar- 
gument against decentralization; it simply suggests that the central government 
needs to compensate for such regional differences by providing larger national 
subsidies for schooling to poorer local governments and municipalities. 

Little empirical evidence exists on the effects of financial decentralization 
in the schooling sector. Evidence from Brazil suggests that the decentralization of 
primary schooling has resulted in an absolute drop in the overall level of spending 
on schooling. Between 1988 and 1991, for instance, spending on schooling at the 
federal level dropped from $8.1 billion to $3.9 billion; state-level spending re- 
mained at approximately $7.6 billion; and that in municipalities rose from $3.2 
billion to $4.7 billion (Workman 1997), Thus, the municipalization of schooling 
resulted in a net loss of $2.7 billion in total public spending on schooling. Such a 
cut in overall funding would be expected to have an adverse impact on the school- 
ing system as a whole unless there were relatively large gains in the effectiveness 
of resource use. 

Likewise, it has been argued that the cost of municipalized schooling has 
proven a strain on small municipal budgets in Chile (Latorre et al. 1991). This 
situation has been exacerbated in poorer municipalities with fewer resources, a 
lower tax base, and thus smaller overall operating budgets. | 

In India, the process of fiscal decentralization is still under way. States had 
until June 1995 to set up their panchayati raj institutions, and the first elections 
were held only in 2000, so it is too early to fully assess the overall impact of the 
changes. However, the experience of the “early starter” states in India suggests 
that the local tax bases, on which the panchayati raj institutions must raise their 
revenues, are often weak. 

However, many of the negative effects of fiscal and financial decentraliza- 
tion perhaps should be viewed as teething problems that accompany any 
fundamental reform. It is useful to quote Hannaway’s (1995, p. 14) view of India’s 
“democratic decentralization”: “In the short run, there may be tremendous ineffi- 
ciencies, but for many in India these inefficiencies will be well worthwhile if, in 
the long run, a culture of participation and vigilance emerges at the community 
level.” 
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B. Impact of Management Decentralization 


From an efficiency perspective, all else being equal, management decen- 
tralization is desirable because it leads to greater responsiveness to local 
conditions and preferences, thus leading to more effective schooling. In addition, 
monitoring schooling delivery may be easier if the community is involved in it. At 
a very minimum, the involvement of teachers in schoo] management is likely to 
improve their morale and thereby the quality of schooling they impart to students. 

Financial decentralization of the types discussed in subsection VII.C, with- 
out management decentralization, is unlikely to be very effective. Only if local 
school managers and teachers can make real decisions regarding the schooling 
process is financial decentralization likely to attain its desired results. On the other 
hand, management decentralization without much financial decentralization may 
also not be very effective. If local school managers are very restricted in the ways 
that they can use finances, they may not be able to make changes that increase the 
productivity and effectiveness of their schools. If there are centralized restrictions 
on teacher salary scales that tie salaries to tenure and credentials, for example, lo- 
cal flexibility may be severely constrained in fact, even if it is substantial in 
principle. 

From a distributional perspective, management decentralization also has 
considerable potential. Managers who are more decentralized are more likely to be 
able to understand and accommodate the special needs and constraints of students 
from poorer households. For example, greater flexibility in school hours may be 
critical if children from poorer households are constrained by work or by sibling- 
care responsibilities while their parents are working. 

There are at least two major questions about management decentralization 
that need to be addressed. First is the widespread concern, among those who ques- 
tion the wisdom of too much decentralization, over whether local managers have 
sufficient skills to manage well, particularly during the transition from more cen- 
tralized systems. SBM, in particular, requires teachers and principals to function 
both as teachers and as skilled managers. Since this has not been their traditional 
function, they need to be trained in management and accounting practices. Other- 
wise, SBM might take decision-making power out of the hands of able 
administrators and put it into the hands of a group of arbitrary and contentious 
amateurs. Therefore, in a number of cases, management decentralization has been 
accompanied by management training programs. For instance, as part of India’s 
devolution of social service delivery to panchayati raj institutions, the Indian gov- 
ernment has embarked on a large national training program to equip the million 
plus women and scheduled caste members of the village panchayats to manage lo- 
cal government effectively and transform them into effective agents of social 
change. The training programs highlight the role that they can play in achieving 
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goals like universal primary schooling, assurance of sanitation and safe drinking 
water, eradication of child malnutrition, and full immunization coverage. 

The second widespread concern is that decentralized managers will not be 
monitored as well as under more centralized systems at the same time that they 
have greater responsibilities, so that the possibilities for sustained abuse or incom- 
petence increase with management decentralization. This would seem to imply 
that it is important that information be made more available so that the local com- 
munity can come to a judgment about the degree of management success and that 
there be competition (fostered in part by demand-side decentralization as dis- 
cussed in subsection VII.A), so that parents can be effective in acting on their 
perceptions of the relative quality of different local schooling options by moving 
their children from one school to another.” 

The experience of Brazil suggests that management decentralization may 
not always result in local schools making the “correct” decisions, at least in the 
short run. It is usually assumed that local actors are more responsive than national 
actors to local demands, and as such would be expected to consider more favora- 
bly wage increase demands by teachers. Salary increases for teachers are regarded 
as one of the most important prerequisites for improving the quality of schooling. 
In Brazil, however, decentralization of primary schooling has not improved 
teacher salaries. Indeed, teacher salaries are significantly lower in municipal 
school systems than in schools run by the state government (Workman 1997). 


C. Impact of Curricular Decentralization 


From both efficiency and distributional perspectives, curricular decentrali- 
zation has the positive potential of more general management decentralization, 
permitting greater accommodation to local preferences and perceptions, as well as 
to local pedagogical strengths and weaknesses. But some tensions are evident re- 
garding the extent of desired decentralization of curricular decisions. First of all, 
local managers may be more sensitive to local conditions, but possibly less sensi- 
tive to broader conditions in the more integrated national labor markets in which 
some local students will be using the skills developed in local schools. Second, the 
practice of adapting local curricula and testing standards to the cognitive ability of 
local students runs the risk of exacerbating interregional disparities in the content 
and quality of schooling provided and polarizing the delivery of schooling ser- 
vices along income lines. This may put students in poor and minority 
municipalities and communities at a disadvantage in the national labor market 
relative to those in prosperous communities. Third, there may be problems in pro- 


Very small or isolated communities may have no viable alternative local options for the 
lower levels of schooling. For this purpose, distance learning by means such as radio may be 
important to create competition. 
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viding information about the value added of different schools if there is excessive 
heterogeneity in local curricular offerings. 

This suggests that there should continue to be a role for some centralized 
schooling agencies even within a system of decentralized curricula. The national 
government should take on a regulatory role to ensure that students from all mu- 
nicipalities and communities meet at least some basic learning and skills 
standards. Indeed, it could be argued that the regulatory role of the national gov- 
ernment in setting and enforcing minimum schooling standards is even more 
important in a decentralized than in a centralized schooling system. 


VHI. FACTORS INFLUENCING THE SUCCESS 
OF DECENTRALIZATION 


Decentralization of schooling is not an end in itself, but it may be an impor- 
tant means to help improve schooling. Factors that influence the success of 
decentralization, therefore, should be interpreted to mean factors that influence 
desirable decentralization. Some of these factors are now discussed one by one, 
though a number of these factors, of course, interact. 


A. Information 


As noted above, information problems are central to the efficiency and, in at 
least some respects, to the distributional arguments for decentralization. More- 
over, there are certain respects in which information may critically affect the 
success of decentralization. 

One basic question about which information is scant is what can be ex- 
pected from decentralization of different types and in different contexts. Some 
systematic studies from ADCs and from other developing countries are available, 
to which references were made in Section VII. But these are limited. There are 
also a priori arguments about the impact of different aspects of decentralization 
that were reviewed in that section. But these often hinge on empirical magnitudes 
about which knowledge is limited. 

A second fundamental question about information is the extent to which cli- 
ents in decentralized systems can make informed choices and thus use demand- 
side pressures to improve the delivery of schooling services. As discussed in sub- 
section IV.E, private markets are unlikely to provide sufficient information from a 
social perspective for these purposes. It is therefore desirable to have public sub- 
sidization of information that will help potential clients evaluate the value added 
of different schools and other schooling institutions. That still leaves open the 
question of what information will serve this purpose, a question that probably has 
no perfect answer. What is desired is a set of measures of the returns to different 
types of schooling, Longitudinal data on improvements in cognitive achievement 


DECENTRALIZATION TO PROMOTE EFFECTIVE SCHOOLING 91 


tests and tracer studies of past graduates may provide some useful information. 
But there are dangers of encouraging “teaching the tests” or of means of making 
the learning gains appear greater than they are by selective giving/reporting of test 
results. Independent tests can alleviate the latter problem, but probably not the 
former. 

A third basic question relates to how to provide information that can be 
used for assessments of distributions among localities of resources raised at the 
regional or national level. As argued in subsection VII.A, there may be good effi- 
ciency and distributional reasons for redistribution of some resources among 
localities. But the same information problems that make some aspects of decen- 
tralization attractive make it difficult to know what criteria should be used for 
such redistribution. For pure distribution purposes it would be desirable to have 
criteria that are related to the nature of the distribution targets (e.g., poverty inci- 
dence) and that are not manipulable by schools. However, the problems are more 
severe (and related to those mentioned in the previous paragraph) if, in the inter- 
ests of transparent and effective stewardship of public funds, assessment of the 
effectiveness of the use of funds is used in part to guide their distribution across 
localities. This information problem is another reason why it would be desirable to . 
increase substantially demand-side financing so that those with better information 
at the local level could channel public subsidies for schooling to what they per- 
ceive to be better uses. 

Ultimately, it must be recognized that information problems are probably 
central to improving schooling and are difficult to resolve. Combinations of 
changed institutions—including decentralization—and public subsidized informa- 
tion can improve schooling in ADCs. Information problems are unlikely to be 
eliminated entirely though, and they will change in their form, so ongoing atten- 
tion will need to be paid to means of lessening their impact. 


B. Vested Interests 


Most ADCs (as with other countries) have strong vested interests in existing 
relatively centralized systems. These include governmental bureaucrats at the na- 
tional and regional levels who find a more centralized system more desirable for 
patronage reasons, and large numbers of school staff and teachers who, in most 
countries, constitute a considerable percentage of public employees. The latter are 
likely to resist change both because they are unsure that they will have a payoff 
and because their own livelihoods may appear to be threatened. One way of view- 
ing the schooling establishment is that it is attempting to maximize an objective 
function that not only includes learning by students but also includes the welfare 
of the teachers. If the schooling establishment is allowed to set the terms on which 
schooling is provided, it will advocate means of delivering schooling services that 
are more intensive in teacher services and more rewarding for teachers than would 
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result if the objective of schooling was to maximize value added of the sector 
alone. The move toward decentralization, therefore, is likely to be somewhat 
threatening to the schooling establishment because it is a move toward organiza- 
tion of the schooling system in which the welfare of teachers and school staff is 
not directly part of the objective function of the schooling system any more than 
the welfare of employees in other sectors is part of the objective functions that are 
being maximized. 

Colombia provides an example of vested interests opposing the process of 
decentralization. The teachers’ union in that country vigorously resisted proposals 
for school decentralization, as much of its political muscle came from its ability to 
negotiate national contracts. Using its power to strike, the union substantially 
whittled down the scope of schooling decentralization. For example, local schools 
did not receive the autonomy to select, hire, and discipline teaching staff. These 
decisions were left to “schooling councils” in which teachers were represented. A 
system of teacher evaluation was established, but measures of student outcome, 
such as test scores, were excluded from consideration as evaluation indicators 
(Fiske 1996). Thus, the organized teacher lobby prevented full-scale municipaliza- 
tion of basic schooling and school autonomy. 

A combination of “carrot and stick” is probably the best means to ease the 
transition from centralized to decentralized systems. On the carrot side, most 
members of the schooling establishments in most ADCs do indeed value the im- 
portance of learning and agree that current systems are not working well enough, 
so that changes are needed. They need to be persuaded of the potential gains in 
terms of their own, as well as society’s, objectives of improvements in schooling 
that are expected to result from schooling reforms. On the other hand, it is impor- 
tant that demand-side pressures be increased and barriers to entry of new providers 
of schooling services be reduced (e.g., with equal treatment of all schools, inde- 
pendent of type of ownership), so that there are competitive pressures for change 
to occur that cannot be blocked too easily by those with vested interests in the per- 
petuation of centralized governmental monopolies for such services. 

Just as there are vested interests in centralized systems that can slow the 
process of decentralization reform, vested interests can emerge and take control of 
decentralized schooling systems to subvert the reform process. In India, there is 
evidence that in some states the local elite has captured control of the new pancha- 
yati raj institutions. This has occurred despite the constitutional mandate requiring 
adequate representation of women, scheduled castes, and minorities in these insti- 
tutions. 


C. Incomplete Decentralization 


Decentralization is best viewed as a package of fiscal, management, and 
curricular reforms. Linkages among budget, personnel, instructional, and opera- 


DECENTRALIZATION TO PROMOTE EFFECTIVE SCHOOLING 93 


tional decisions mean that decentralized authority ostensibly given to local gov- 
ernments and local schools over one class of decisions will be severely limited by 
centralized constraints on other classes of decisions. For decentralization to work 
effectively, all elements of the decentralization package may need to be imple- 
mented simultaneously. In a worst-case scenario, implementing one element of the 
package without the other elements can make the quality of schools and student 
learning worse than before. Indeed, this is probably the main reason for the limited 
observed success of decentralization in most developing countries. 

Examples abound of the inefficiency of this “second-best” solution to 
schooling decentralization. Even in the school districts in the US that ostensibly 
practice full school autonomy, local schools have discretion over the selection of 
supplementary textbooks but not over the resources available for schooling mate- 
rials. Discretion over the latter resides with the parent school district. This means 
that few schools have full choice over the selection of supplementary textbooks. In 
many developing countries with decentralized school management, local schools 
have no authority to hire, fire, or discipline teachers, as teacher recruitment and 
placement decisions are made by a centralized agency, such as a teachers’ service 
commission. Likewise, most developing countries, even those with ostensibly de- 
centralized schooling systems, have centralized and standardized curricula and 
examinations, so local schools have little flexibility in tailoring the content of their 
schooling programs to local needs and capabilities. 


D. Local School Management Capabilities 


In most ADCs, local school management capabilities are quite limited, 
though there are examples of extraordinarily capable local school managers. This 
is in part because the skills that were developed in traditional centralized systems 
are not the same skills that are needed for decentralized systems. Because there is 
a social interest in facilitating improvements in the schooling system, there may 
well be a social interest—beyond the private interest in training programs to im- 
prove the relevant management skills of local school managers—that is justified 
on efficiency grounds. There may be a social interest in improving such skills, . 
particularly for school managers who will be working in poorer areas on distribu- 
tional (antipoverty) grounds. Of course there is nothing in either the efficiency or 
the distributional justifications for such subsidies that means that such training 
should be subsidized only for managers of certain types of schools. 


E. Local Parental and Community Capabilities 
Local parental and community capabilities may be critical, particularly for 


the success of demand-based mechanisms, to induce more effective and respon- 
sive schooling. Because there is a social interest in facilitating improvements in 
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the schooling system, there may well be a social interest—beyond the private in- 
terest in providing support for such community groups to improve their 
capabilities for dealing with schools—that is justified on efficiency grounds. It 
would appear that, currently, these capabilities are greater in communities with 
more educated and higher-income adults. Therefore, on distributional grounds, it 
would appear to be the case that such support is warranted, for poorer communi- 
ties particularly. But it should be recognized that in some poorer communities the 
creation and empowerment of community groups might not be easy because such 
moves may threaten well-established and traditional powerful interests. 


F. Competition 


Mechanisms for increasing competition in the schooling system are impor- 
tant to circumvent some of the information problems and to induce more effective 
delivery of schooling services. For this reason, factors that are important include 
the empowerment of clients (parents, students, communities) through demand- 
based financing of public subsidies that are warranted on efficiency or distribution 
grounds, equal treatment of all potential providers of schooling services with no 
discrimination by type of ownership, and encouragement of methods such as dis- 
tance learning that might bring widespread competition even into relatively 
isolated communities. 


IX. CONCLUSIONS 


There have been considerable pressures for decentralization of schooling in 
ADCs in recent years. These pressures have largely been driven by fiscal con- 
straints but have also been motivated by concerns over the effectiveness of a 
centralized system in delivering schooling services. While virtually all ADCs have 
made impressive gains in expanding the coverage of primary schooling, enroll- 
ment rates remain generally lower than the level that, many argue, would be 
desirable at secondary and tertiary levels, particularly for children coming from 
disadvantaged backgrounds. The quality of schooling is also a cause for concern, 
judging by dropout and grade repetition rates, national achievement test perform- 
ances, and international comparisons of achievement test scores. 

All ADCs have adopted some elements of decentralization in their school- 
ing systems. These include devolution of authority and responsibility for schools 
from central to local levels, increased local financing of schools, decentralization 
of school functions, and reform of the incentive structure of schools and their 
teachers. However, it is not often clear that the measures adopted have led to im- 
provements in schooling. There is not much evidence that decentralization has 
been successful in improving schooling in ADCs, in part because of inattention to 
the importance of collecting critical data for such evaluations (including baseline 
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data with longitudinal follow-up for randomly selected treatment and control 
groups) and perhaps in part because decentralization measures in most countries 
so far have been incomplete, with decentralization strategies adopted in parts and 
not as a whole. There is still no clear understanding of the economic and institu- 
tional conditions under which decentralization leads to more effective schooling. 

There would be considerable potential gains in further understanding the 
impact of decentralization in the schooling sector by extending the type of analy- 
sis undertaken in this project. For instance, given that decentralization is often 
correlated with unobserved community characteristics, such as its governance 
structures, motivation of its leaders, and the quality of its schoolteachers, it is im- 
portant to control for these fixed effects in analyzing the impact of 
decentralization on student outcomes. This can only be accomplished by obtaining 
longitudinal data from future schooling decentralization efforts and further sys- 
tematic research undertaken that builds upon the foundations such as outlined in 
this paper. 
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Lessons of the Asian Financial Crisis: 
biden Can an Early Warning System Model 
Tell Us? 


JUZHONG ZHUANG AND MALCOLM DOWLING 


Using an early warning system model, this paper provides empirical evidence 
on the causes of the 1997 Asian financial crisis, with a view to shedding light 
on policy lessons. The model shows that there were warming signals of 
heightened economic and financial vulnerabilities in each of the five most 
affected countries prior to the crisis, suggesting that weaknesses in economic 
and financial fundamentals in these countries played an important role in 
causing the crisis. The warning signals point to fundamental weaknesses, 
including real appreciation of domestic currencies, deterioration in current 
account positions, excessive external borrowing by banks and currency 
mismatches in their balance sheets, excessive growth of domestic credit, 
„ economic slowdown, and burst of asset price bubbles. 


I. INTRODUCTION 


In the last few years there have been considerable discussions of the causes 
of the 1997 Asian financial crisis. Two main views have emerged. The first attrib- 
utes the initial financial turmoil in some Asian countries in 1997 and its 
propagation over time mainly to sudden shifts in market expectations and confi- 
dence followed by regional contagion (Radelet and Sachs 1998, Marshall 1998, 
Chang and Velasco 1999). While admitting the worsening of the macroeconomic 
performance of some crisis-affected countries in the mid-1990s, this view sug- 
gests that the extent and depth of the crisis should not be attributed to 
deterioration in fundamentals, but rather to panic on the part of domestic and in- 
ternational investors. 

The second argues that the crisis occurred primarily as a result of structural 
and policy distortions (Corsetti, Pesenti, and Roubini 1998; Dooley 1999). Ac- 
cording to this view, fundamental imbalances triggered the currency and financial 
crisis in 1997 even though after the start of the crisis, market overreaction and 
herding caused the plunge of exchange rates, asset prices, and economic activity 
to be more severe than warranted by the initial weak economic and financial con- 
ditions. 
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It is important to establish which of these hypotheses is more plausible. If 
the Asian crisis was caused more by weak fundamentals, policy and institutional 
reforms should be designed mainly to address these weaknesses; while if the crisis 
was caused more by investor panic, policy reform should perhaps focus more on 
ways to prevent and contain investor panic. Therefore, discriminating between the 
two hypotheses could help the crisis-affected countries draw policy lessons, and 
have important policy implications for the prevention of future crises. 

Several studies have attempted to provide empirical evidence of economic 
and financial fragility in the crisis-affected Asian countries in the years prior to 
the 1997 crisis (e.g., Corsetti, Pesenti, and Roubini 2001). By comparing indica- 
tors of fragility in the affected countries at the onset of the crisis with those in 
nonaffected or less-affected emerging economies, mostly using cross-sectional re- 
gression analyses, these studies have shown that the affected countries were on 
average more fragile than others, although a few nonaffected countries were also 
found to be vulnerable according to the indicators used. This type of study, how- 
ever, cannot discriminate between the two hypotheses described above. Doing this 
requires testing not only whether there was fragility in the affected countries, but 
also whether such fragility had reached some “crisis-triggering level.” 

This paper attempts to provide more empirical evidence on economic and 
financial fragility in the affected Asian countries prior to the 1997 financial crisis 
using an early warning system (EWS) model. EWS models could be useful in dis- 
criminating between the two hypotheses and determining what actually happened 
in Asia in 1997. This is because EWS models involve estimating “crisis- 
triggering” threshold values for economic and financial indicators from historical 
data. If, in cases of the affected Asian countries, there were warning signals from 
such models of a heightened probability of a financial crisis prior to the 1997 cri- 
sis, then there are good reasons to suggest that weak fundamentals played an 
important role in triggering the crisis. 

The literature on EWS models has received new impetus in recent years 
from the work on the signaling approach’ by Kaminksy and Reinhart (see Kamin- 
sky, Lizondo, and Reinhart 1998; and Goldstein, Kaminsky, and Reinhart 2000). 
The signaling approach involves monitoring a set of high-frequency leading indi- 
cators that tend to behave differently prior to a crisis and examining whether they 
individually or collectively have reached “threshold” values that are historically 
associated with the onset of a financial crisis. The EWS model used in this paper 
follows the signaling approach, but differs from the existing studies in a number 
of ways. First, to cut down on the problem of heterogeneity, the paper focuses 
only on a small number of countries that were at the center of the 1997 Asian cri- 
sis. Second, to enable better discrimination between the two hypotheses, the paper 
does not consider unsuccessful speculative attacks in foreign exchange markets in 


‘As opposed to the traditional regression approach. 
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defining the left-hand side variable of the EWS model. Third, the model uses a 
number of explanatory variables that have not been used by other studies but 
could be relevant for the 1997 Asian financial crisis, such as the ratio of foreign 
liabilities to foreign assets of the banking sector, as a measure of currency mis- 
match, and the real exchange rate of the Japanese yen against the US dollar. 

The EWS model is constructed using monthly data from 1970 to 1995 for 
Indonesia, Republic of Korea (Korea), Malaysia, Philippines, Singapore, and 
Thailand. Most of these countries, with the exception of Singapore, have been 
known as the “countries worst hit by the crisis”, with Thailand being the origin of 
the crisis. The model is then applied to data from 1996 to 1997 to test whether 
there were warning signals in each of the six countries prior to the 1997 financial 
crisis. 

The rest of this paper is organized as follows. Section II describes method- 
ology, Section III empirical results, and Section IV concludes. 


IL. METHODOLOGY 


The signaling approach to constructing EWS models involves the following 
steps: identifying historical crisis episodes, selecting leading indicators as predic- 
tors of crisis episodes, setting threshold values of the selected leading indicators, 
constructing composite leading indices, and predicting crises. Goldstein, Kamin- 
sky, and Reinhart (2000) provide technical details of these steps. 


A. Identifying Historical Crisis Episodes 


The first step is to determine what constitutes a crisis. This paper focuses 
only on currency crises. A crisis episode is considered to occur in a particular 
month if the month-over-month percentage change in a bilateral nominal ex- 
change rate (e.g., local currency/US dollar) exceeds its sample mean by two or 
three standard deviations. In practice, it is often the case that a large movement in 
an exchange rate is followed closely by another or several large movements, some 
of which may still be part of the crisis associated with the first instance of depre- 
ciation. Therefore, only a depreciation episode that takes place 12 months or more 
after the previous one is considered a separate crisis. 


B. Selecting Leading Indicators 


Leading indicators as predictors of currency crises are often chosen based 
on economic rationales as well as the availability of data. Kaminsky, Lizondo, and 
Reinhart (1998) made a comprehensive survey of various types of indicators used 
in empirical studies of EWS models. Most indicators used in this paper are ob- 
served at monthly intervals. But some are available only on a quarterly or annual 
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basis. For these indicators, monthly observations were interpolated from an- 
nual/quarterly data. 

Some leading indicators need to be transformed to ensure that they are sta- 
tionary and free from seasonal effects. For each indicator in this paper, three 
forms of specifications are considered: level, change (or percentage change) over 
12 months, and deviation from its trend. The level form is adopted as long as an 
indicator is nontrending and has no discernible seasonality. In addition, either 
change (or percentage change) over 12 months or deviation from the trend is used 
as the second specification, depending on relative performance of the two in pre- 
dicting crises, and as long as the second specification improves the predictability 
of the EWS model. To estimate trends and deviations from trends, we used the 
Hodrick-Prescott (HP) filter (Enders 1995). 


C. Setting Leading Indicators’ Thresholds 


For each leading indicator, a threshold divides its distribution into a region 
that is considered normal and a region that is considered abnormal and associated 
with a heightened probability of crises. For each month, if the observed outcome 
of an indicator falls into the abnormal region, that indicator is said to be sending a 
warning signal. A warning signal could be true, if a crisis follows within 24 
months (denoted as A), or false, if no crisis follows within 24 months (denoted as 
B)? The latter is usually referred to as Type-II error. Similarly, when the observed 
outcome of an indicator stays in the normal region and hence issues no warning 
signals, this could be false, if a crisis follows within 24 months (denoted as C); or 
true, if no crisis follows within 24 months (denoted as D). The former is referred 
to as Type-I error (see Table 1). 


Table 1. True and False Warning Signals 


A Crisis Follows No Crisis Follows 
within 24 Months within 24 Months 
(Type-I Error) (Type-II Error) 
Signal A (true signal) B (false signals) 
No signal C (missed crises) D (correct prediction) 


There is a tradeoff between the Type-I and Type-II errors. Widening the 
abnormal region will increase the number of false signals (B) but reduce the num- 


2An EWS model should issue warning signals well in advance of the onset of a crisis. 
This lead time could vary by indicators, and differ among crisis episodes and across countries. 
But in order to classify warning signals into true or false ones, a maximum lead time, termed the 
crisis window, has to be set. In the literature, this crisis window has commonly been set at 24 
months and we follow this practice. 
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ber of missed crises (C). On the other hand, narrowing the abnormal region will 
increase the number of missed crises but reduce the number of false signals. 
Kaminsky, Lizodon, and Reinhart (1998) proposed the setting of the optimal 
threshold for an abnormal region so as to minimize the so-called noise-to-signal 
ratio, NSR, which is defined as the ratio of the probability of an indicator signaling 
during noncrisis or tranquil times to the probability of the indicator signaling dur- 
ing crisis times, that is, 


NSR=[BKB+D)\/[A/(A+C)] (1) 


where A, B, C, and D are defined in Table 1. Empirically, the minimum NSR and 
the associated threshold of each indicator are estimated using a grid search proce- 
dure. This involves calculating NSRs assuming different thresholds and finding 
the minimum one. The grid search is usually limited to a region between the 10th 
and 20th percentile of an indicator’s frequency distribution: at the upper tail if the 
indicator is positively correlated with the crisis probability, and lower tail if the 
two are negatively correlated. In the grid search, the frequency distribution is as- 
sumed to be country-specific for each indicator—to control for country-specific 
effects that may not be related to financial vulnerability but nevertheless influence 
an indicator’s absolute value—but the same percentile is applied to all sample 
countries at each iteration. Therefore, in the model, each indicator’s threshold in 
percentile terms is uniform across sample countries, but that in actual value is 
country-specific. 

With threshold values, actual observations of leading indicators can be con- 
verted into zero (if the actual value does not cross the threshold value) or one (if 
the actual value crosses the threshold value) signals. On the basis of the historical 
crisis episodes, these signals can be classified into true or false as shown in Ta- 
ble 1. The minimum NSR, calculated by pooling all the sample countries together, 
provides a measure of the predictive power of each leading indicator. The lower 
this ratio, the more powerful is a leading indicator in predicting crises. A second, 
but closely related, performance measure is the conditional probability, which is 
defined as 


P(C|S)= AKA+B) (2) 
where P(C|S) is the probability of a crisis occurring within 24 months conditional 


on a warning signal from a leading indicator. The higher the conditional probabil- 
ity, the greater is the predictive power. 
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D. Constructing a Composite Leading Index 


Based on the assumption that the greater the number of leading indicators 
signaling a crisis, the higher the probability that such a crisis would actually oc- 
cur, Kaminsky (2000) proposed a number of composite leading indices. One such 
composite index, 4, which is used in this paper, is a weighted average of zero/one 
signals by individual leading indicators, Si, with weights being inverses of their 
respective minimum NSRs, defined as 


S: 
h ps (3) 


where & is the minimum NSR of the leading indicator 7. Therefore, this composite 
index gives more weights to better performing (with smaller minimum NSRs) in- 
dicators. 


E. Predicting Crises 


As composite leading indices contain more information and are in general 
more reliable than single indicators, they are usually used for predicting crisis 
probabilities. The thresholds, minimum NSRs, and conditional probabilities of 
composite leading indices can be estimated following the same grid search proce- 
dure as applied to individual indicators. A composite leading index will issue a 
warning signal, with a conditional probability attached, if its observed outcome in 
a particular month exceeds its threshold. 


IN. RESULTS 


The EWS model was estimated using monthly data of Indonesia, Korea, 
Malaysia, Philippines, Singapore, and Thailand from 1970 to 1995. The model 
was then applied to data from 1996 to 1997 to test whether there were warning 
signals in the six countries prior to the onset of the 1997 financial crisis. The data 
appendix provides details of variable definitions and data sources. 

The cut-off level of currency depreciation used for defining a crisis episode 
estimated using sample data from 1970 to 1995 is 8.8 percent for Indonesia, 4 per- 
cent for Korea, 3 percent for Malaysia, 7.8 percent for the Philippines, 2.7 percent 
for Singapore, and 2.5 percent for Thailand.’ Based on these cut-off levels, during 
1970-1997, Indonesia had six currency crisis episodes, Korea had four, Malaysia 
eight, Philippines six, Thailand three, and Singapore seven. 


They were defined as sample means plus two standard deviations and estimated in terms 
of domestic currency per US dollar. 
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On the basis of the composite leading index’s optimal threshold (where the 
noise-to-signal ratio is at the minimum), we can estimate the number of its warn- 
ing signals issued during the 24 months prior to the 1997 Asian financial crisis. 
Table 2 reports the optimal threshold of and warning signals issued by the com- 
posite leading index. The figure in parentheses is months of lead time of its first 
warning signal. The composite leading index has an optimal threshold at the 88th 
percentile of its frequency distribution. At this threshold, it has a minimum NSR of 
0.137, meaning that, in the sample, the likelihood of the composite leading index 
signaling during tranquil times is only a little over one tenth of the likelihood of 
its signaling during crisis times. The corresponding conditional probability is 77 
percent, meaning that, once this index signaling, the probability of a crisis follow- 
ing within 24 months is 77 percent. These measures suggest that the composite 
leading index has a significant predictive power. 

The composite leading index issued seven warning signals in Indonesia dur- 
ing 24 months prior to the 1997 crisis, with a lead time of 11 months. The number 
of signals is nine in Korea, with a lead time of 10 months; 13 in Malaysia, with a 
lead time of 13 months; 10 in the Philippines, with a lead time of 11 months; and 
10 in Thailand, with a lead time of 10. But there is no warning signal in the case 
of Singapore. The fact that there were strong and persistently early warning sig- 
nals in not just Thailand, the origin of the crisis, but all the five countries most 
affected by the 1997 crisis appears to lend support to the “weak fundamentals” 
hypothesis. In the case of Singapore, however, the evidence suggests that the de- 
preciation of the Singaporean dollar was more a result of regional contagion than 
weak fundamentals. This appears consistent with the fact that Singapore was less 
affected by the 1997 financial crisis. 

To take the analysis of weak fundamentals a bit further, Table 2 also re- 
ports warning signals issued by individual leading indicators. During the 24 
months prior to the 1997 crisis, almost half of the 38 leading indicators of the 
model issued at least one warning signal in each of the five countries most af- 
fected by the crisis, with the total number of signals ranging from 108 for 
Indonesia to 151 for Thailand. In the case of Singapore, the number of signal- 
ing indicators and total number of warning signals are much less, only 12 and 
57, respectively. Across the six indicator categories, although there were sig- 
nals from every category in every country, most of them were issued by the 
current account, capital account, financial sector, and real sector indicators. 
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The real exchange rate against the US dollar and real effective exchange 
rate against the basket of currencies of major trading partners,’ both measured in 
deviations from their trends, issued warning signals in all the six countries, sug- 
gesting that there were real appreciations in currencies of all these countries prior 
to the 1997 crisis. The number of signals indicates that the real appreciation was 
more persistent and pronounced for the Thai baht, Malaysian ringgit, Korean won, 
and Philippine peso than for the Indonesian rupiah and Singaporean dollar. Real 
currency appreciation was accompanied by a worsening of trade and current ac- 
count positions in these countries, as indicated by warning signals from the trade 
balance/gross domestic product (GDP) ratio, the current account balance/gross 
domestic investment (GDI) ratio, and/or export growth. These results suggest that 
in all the five affected countries, not only were there apparent deteriorations in 
current account positions prior to the 1997 crisis, but the deteriorations also 
reached critical levels that historically had often been associated with the onset of 
currency crises. 

There were also warning signals from the capital account indicators in all 
the six countries. The ratio of foreign liabilities to foreign assets of the banking 
sector, a measure of currency mismatch, issued persistent signals in Thailand (23), 
Indonesia (19), and Malaysia (8) prior to the 1997 crisis. In Korea and the Philip- 
pines, although this ratio itself did not signal, its deviation from its trend signaled. 
These results suggest that banks in all these countries were borrowing heavily 
from abroad prior to the 1997 crisis, leading to serious currency mismatches. No- 
tably, however, there were no warning signals from this measure, either the ratio 
itself or its deviation from its trend, in the case of Singapore. 

The ratio of M2 to foreign reserves measures a country’s ability to with- 
stand the pressure of substituting local currency for foreign currency by investors. 
This ratio issued signals in Indonesia and Malaysia, and its deviation from its 
trend signaled in Korea and Thailand. The ratio of short-term debt to foreign re- 
serves, a measure of liquidity mismatch, is the best performing among the capital 
account indicators according to our estimation. This ratio and its deviation from 
its trend issued warning signals in Indonesia and Malaysia. The ratio of residents’ 
deposits in the Bank of International Settlement (BIS) banks to foreign reserves 
measures the extent of capital flight. The fact that this measure (in terms of its de- 
viations from its trend) issued warning signals in Korea, Philippines, and 
Singapore suggests there was capital flight in these countries prior to the 1997 cri- 
sis. Finally, the foreign reserves position deteriorated in Korea, Malaysia, 
Thailand, and Singapore prior to the 1997 crisis, as indicated by warning signals 
from the foreign reserves growth. 

Financial sector indicators in Table 2 can be divided into two groups: mac- 
roeconomic indicators and aggregated microprudential indicators. Macroeconomic 


“We used the JP Morgan estimates. 
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indicators, including the M2 money multiplier (which is the ratio of M2 to M0), 
the ratio of domestic credit to GDP, the ratio of the real M1 balance to its trend, 
and the ratio of central bank credit to the public sector to GDP, measure domestic 
credit growth. Warning signals by some of these indicators in Table 2 suggest evi- 
dence of excessive growth of domestic credit prior to the 1997 crisis, particularly 
in Korea, Malaysia, Philippines, and Thailand. Aggregated microprudential indi- 
cators, including growth of real commercial bank deposits, the lending-deposit 
rate spread, and the real interest rate, measure the health of individual financial in- 
stitutions. Table 2 shows that warning signals from these indicators are far fewer 
than those from indicators of credit growth. Nevertheless, the real interest rate is- 
sued warning signals in Indonesia and Malaysia and the lending-deposit rate 
spread issued signals in the Philippines and Thailand. A major reason why there 
are very few warning signals from indicators of the health of individual financial 
institutions could be that we have not used many direct indicators of financial 
health, such as NPL ratios, capital adequacy ratios, and bank lending portfolios, 
due to data constraints. 

Table 2 also suggests deteriorations in the real sector in the countries under 
consideration prior to the 1997 crisis, with the exception of Malaysia and Singa- 
pore. Growth of industrial production issued warning signals in Indonesia, Korea, 
Philippines, and Thailand, suggesting economic slowdown in these countries in 
certain months before the crisis. Stock prices also fell, reflecting perhaps bursts in 
asset prices bubbles, particularly in Korea and Thailand, where stock price indices 
in both US dollars and local currency issued warning signals persistently. 

Although the ratio of fiscal balance to GDP issued no warning signals, the 
12-month change in this ratio signaled in Korea, Thailand and Singapore. In the 
Philippines, the ratio of government consumption to GDP issued persistent warn- 
ing signals. 

Finally, among the four global economy indicators, the real US dol- 
lar/Japanese yen exchange rate issued six warning signals during 24 months prior 
to the 1997 crisis. This suggests that the yen’s real depreciation against the US 
dollar contributed to some extent to the stress in many economies in East Asia in 
the years prior to the crisis. 


IV. CONCLUSIONS 


Using a signaling approach-based EWS model, this paper has attempted to 
provide more empirical evidence on the causes of the 1997 Asian Financial crisis, 
with a view to discriminating between the two hypotheses of “weak fundamen- 
tals” and “investors’ panic” and shedding light on policy lessons. The results 
show that the composite leading index of the EWS model issued persistent warn- 
ing signals prior to the 1997 crisis in not just a few, but all of the five countries 
most affected by the crisis. This finding appears to support the hypothesis that 
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weaknesses in economic and financial fundamentals in these countries played an 
important role in causing the crisis. In the case of Singapore, however, there were - 
no signals from the composite leading index, suggesting that the depreciation of 
the Singaporean dollar was more a result of regional contagion than weak funda- 
mentals. 

The results also show that almost half of the 38 individual leading indica- 
tors of the EWS model issued warning signals in every affected country during the 
24 months prior to the 1997 crisis. These warning signals point to the sources of 
fundamental weaknesses. First, in most countries under consideration, there were 
appreciations in the real exchange rate against both the US dollar and the basket 
currencies of their major trading partners. The real appreciations appeared to have 
contributed to the deteriorations in these countries’ trade and current account posi- 
tions. Second, there were apparent problems in the capital account, as indicated by 
persistent warning signals by the ratio of M2 to foreign reserves in the case of In- 
donesia, and the ratio of foreign liabilities to foreign assets of the banking sector 
in Indonesia, Malaysia, and Thailand. Third, there was strong evidence of exces- 
sive growth of domestic credit, particularly in Korea, Malaysia, Philippines, and 
Thailand. Last, there was also evidence of deteriorations in the real sector in most 
countries, and the burst of asset price bubbles, especially in Korea and Thailand. 


112 ASIAN DEVELOPMENT REVIEW 


Appendix 


Indicator Source and Definition 
Real exchange rate Nominal exchange rate (IMF’s International Financial 


Statistics [IFS] line 00ae) adjusted for 
relative consumer prices (IFS line 64) 


Real effective exchange rate JP Morgan website 


Exports Exports in dollars (IFS line 70d) 
Imports Imports in dollars (IFS line 71d) 
Current account balance/GDI Current account (IFS line 78ald) divided by GDI 
' (IFS lines 93e plus 931) converted into dollars using 
IFS line 00af 
Trade balance/GDP Trade balance (IFS lines 70d less 71d) divided by gross 
domestic product (IFS line 99b) converted into dollars 
using IFS line 00ae 
Foreign reserves Gross international reserves less gold (IFS line 1L.d) 
M2/foreign reserves. M2 CES lines 34 plus 35) converted into dollars using 
IFS line 00ae divided by foreign reserves (IFS line 1L.d) 
Short-term debt/foreign reserves Foreign debt with maturity of less than 1 year 


(data from World Bank Global Development Finance 
Statistics) divided by foreign reserves (IFS line 1L.d) 
Deposits in BIS banks/foreign reserves Deposits in BIS banks (NF data) divided by foreign 


reserves (IFS line 1L.d) 

Foreign liabilities/foreign assets Foreign liabilities (IFS line 26c) divided by foreign 
assets (IFS line 21) 

M2 multiplier M2 (IFS lines 34 plus 35) divided by base money 
(IFS line 14) 

Domestic credit/GDP Domestic credit (IFS line 32) divided by GDP 
(IFS line 99b) 

Excess real M1 balances Real M1 (IFS line 34 divided by IFS line 64) divided by 
its trend derived using HP filter 

Domestic real interest rate Nominal interest rate (IFS line 60p) less inflation rate 
(EFS line 64x) 

Lending-deposit rate spread Lending rate (IFS line 60p) less deposit rate 
CFS line 601) 

Real commercial bank deposits Commercial bank deposits (IFS lines 24 plus 25) 

-divided by consumer prices (IFS line 64) 

Central bank credit to the Central bank credit to the public sector (IFS lines 12a 

public sector/GDP to 12c) divided by GDP (IFS line 99b) 

Industrial production Index of industrial production (IFS line 66c) 

Equity prices Stock price index (Bloomberg data) 


continued. 
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Appendix. continued. 


Indicator Source and Definition 

US real interest rate Nominal interest rate (IFS line 60p) less inflation rate 
(IFS line 64x) 

US GDP GDP (IFS line 99b) 

World oil price Spot oil price (IFS line 00176aaz) 

Real yen/dollar exchange rate Nominal yen/dollar exchange rate (IFS line 00ae) 
adjusted for relative consumer prices (IFS line 64) 

Fiscal balance/GDP Fiscal balance (IFS line 80) divided by GDP _ 
(IFS line 99b) 

Government consumption/GDP Government consumption (IFS line 91f) divided by 
GDP (IFS line 99b) 
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Globalization, Technology, 


and Asian Development 
JOSEPH E. STIGLITZ 


Globalization has many dimensions, mostly familiar to many such as trade, 
capital, labor, and knowledge. We distinguish between short-term and long- 
term capital flows, and between foreign direct investment and short-term 
capital flows. In terms of labor, we are not only interested in the flows of labor 
across countries but also across education markets. But these are only the 
economic dimensions of globalization. There are other dimensions to 
globalization as well, having to do with, for instance, globalization of civil 
society, which has had such an important impact on so many aspects of recent 
events. This discussion focuses on the economic dimensions of globalization 
and tries to relate them in a more positive way to development. 


I. GLOBALIZATION THEN AND NOW 


The process of globalization has been going on for a long time. Many of the 
foods that we have all the time, that we take for granted, are a product of global- 
ization: a long time ago, coffee spread around the world from Ethiopia. But there 
are several differences between globalization today and globalization in the past. 
A first, obvious difference is its scale. Trade and capital flows are larger as a per- 
centage of gross domestic product. A second difference is the speed of 
communications, which makes for a much higher degree of integration and has led 
to the enormous increase in short-term capital flows, which, unlike long-term 
capital flows, were previously very limited. Short-term capital flows have played a 
very important role in the instability that we have seen in the last 25-30 years. 

Historically the whole process of globalization has been marked by asym- 
metries. Unfair trade treaties come in various forms, which we saw in the 19% 
century and continue to see today. Unfortunately, that pattern of asymmetric un- 
fair trade treaties has continued. 

A third difference with globalization today has to do with the use of force. 
In 1902, just over 100 years ago, when Venezuela could not repay its foreign debt, 
the ships of Europe bombarded Caracas. Today, when countries do not repay their 
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foreign debt, they usually do not get attacked by military means but there are other 
forms of force, economic force, that is used to try to force them to pay. 

There is one final way in which the process of globalization has changed, 
and that is related to the process of democratization. There is much more public 
scrutiny now of what is going on. That is why there is a stronger globalization de- 
bate today than 100 years ago. 


O. THE PROCESS OF DEVELOPMENT 


One of the central ideas that have emerged in the last 10 years has been that 
successful development requires not only closing the gap in resources between the 
developed and less developed countries but also closing the gap in technology, in 
knowledge. Some 50 years ago, at the time the World Bank and other multilateral 
development banks were first set up, it was thought that what distinguished devel- 
oped from less developed countries was that less developed countries had less 
capital. Therefore, what was needed in order to make less developed countries into 
more developed countries was to transfer capital. That is why the development in- 
stitutions were development banks. But today we recognize that what separates 
developed from less developed countries is also a gap both in knowledge and in 
technology. Therefore, one of the major responsibilities of international institu- 
tions, including the multilateral development banks, is to close that gap. 

The region of the world that has been most successful in development has 
been East Asia. Over the last 30-35 years, most of the countries in East Asia have 
seen their per capita incomes increase eightfold. As time goes on, the East Asia 
crisis (1997-1998) looks more or less just like a blip. Countries like Republic of 
Korea (Korea) have returned to their strong and robust economic growth. Looking 
at Korea’s progress over a long span of time, that country has been enormously 
successful not only in promoting economic growth but also reducing poverty. But 
a key to that success was the closing of the technology gap. Forty to fifty years 
ago, not only was per capita income in Korea roughly comparable with or a little 
bit lower than that of, for instance, India, but so was its state of technology. It was 
an agrarian economy. Today, Korea has become a major producer of chips and of 
other electronics. It is engaged in a whole variety of product innovation. 

I was in Korea twice this year and it is always amusing to see how much 
further advanced their cell phone use is than in the United States (US). This was 
something I noticed when I went mountain climbing near the ancient capital. Usu- 
ally, in the US, when you go to a remote place, you cannot get any cell phone 
service. But, in Korea, you have service even as you climb up into the mountains. 
Everybody has cell phones. Many of them are also cameras as well, so that the 
climbers can take pictures and send them to friends even as they climb up a moun- 
tain. The point is that Korea has made enormous strides in closing the technology 
gap, which in turn has a lot to do with the success that it has had in increasing per 
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capita income. This success in closing the technology gap is a result of explicit ef- 
forts on the part of government. It was not just an accident; it did not just happen. 
There was a broad-scale program involving a number of different activities of the 
government that were directed at closing the technology gap. 


HI. FREEING UP KNOWLEDGE AND TECHNOLOGY 


I want to spend a minute examining the economic theory that lies behind the 
idea that the government needs to be involved in closing the knowledge gap; I 
want to explain why there is a need for government in this important arena. The 
role for government derives from the fact that there are fundamental market fail- 
ures in the market for knowledge. 

First, knowledge is a classic example of a public good. Public goods have 
two characteristics: one being “nonrivalrous consumption”, and another being 
“nonexcludability.” The basic idea of nonrivalous consumption related to knowl- 
edge is very simple. If you take an object like a chair, for example, only one 
person can sit on a chair at a time. By contrast, my knowing something does not 
detract from your ability to know the same thing. More than one person can know 
the same thing. We can all know, for instance, about how a chair is made or how it 
may be used, even if only one of us can occupy a particular chair. 

Nonexcludability focuses on the difficulties of excluding someone from the 
benefits of a good. Defense is a classic example: if a country’s military expendi- 
tures succeed in deterring an attack, all individuals benefit; no one is excluded 
from the benefits, including the skeptic who thought the attack unlikely. If Dupont 
produces a synthetic fibre, rayon, then while it may try to keep the processs by 
which it is produced secret, it cannot keep the knowledge that it is feasible to pro- 
duce a synthetic fibre with certain properties; knowing this can have enormous 
impacts on research programs. 

In fact, the idea that knowledge is different from an ordinary commodity 
was recognized a long time ago. Thomas Jefferson, the third President of the US, 
talked about this in words that were much more poetic than we economists use. He 
did not use words like “nonrivaloust consumption” or “nonexcludability.” He used 
the simple metaphor of a candle. He said knowledge is like a candle. When you 
take that candle and you light another candle, the first candle still continues to 
glow. And yet the second candle catches the fire. The second candle, in turn, can 
light still more candles. The light of a candle can thus be transmitted from one per- 
son to the next and not diminish as it goes on. 

There are also large externalities associated with knowledge. (Whenever 
there are externalities, or public goods, market outcomes will not be efficient. 
When there are positive externalities, such as is the case for research, there will be 
“underproduction”) The benefits that come from the discovery of the laser, the 
transistor, or the theory of cancer go well beyond the compensation received by 
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the person who makes the discovery no matter what he may receive. There are 
huge benefits that accrue to others that he does not appropriate himself. 

Markets by themselves thus will naturally lead to too little research, espe- 
cially in certain areas, like basic science, where appropriating returns is 
particularly difficult. To improve matters—to increase resources devoted to re- 
search—two approaches have been taken. One tries to make the market for ideas 
more like the market for ordinary goods, by making it easier to exclude others 
from the benefits of one’s research. By increasing the ability to appropriate re- 
turns, the extent of positive externalities is reduced. This entails creating 
intellectual property rights. But there is a huge cost associated with this strategy: 
while incentives to do research are increased, knowledge is not efficiently used, 
and market and monopoly power is conferred, thus reducing competition in mar- 
kets. Balancing the two—the gains in dynamic efficiency with the losses in static 
efficiency—is not easy, and it is not clear that we have achieved the right balance. 
It should be clear, however, that those who say the stronger the intellectual prop- 
erty rights the better are almost surely wrong, but such a position ignores the static 
efficiency costs. 

Indeed, it is not even clear that stronger intellectual property rights (beyond 
a point) enhance dynamic efficiency; for the most important input into research is 
other ideas, and intellectual property rights may impede the use of earlier ideas in 
follow-on research. Accordingly, unbalanced intellectual property rights can both 
slow the pace of innovation and reduce economic efficiency today. 

There is an alternative approach—direct government support for research— 
and a key policy issue entails the balancing of these two strategies. Unfortunately, 
much of the recent discussion (especially at the World Trade Organization) has 
focused only on enhancing incentives for-private production through stronger in- 
tellectual property rights. 

I want to take a slight digression here to emphasize that there has been too 
much emphasis on intellectual property rights as a basis for generating knowledge. 
A result of that is that there is a real danger that we will be left with an unbalanced 
intellectual property rights regime. The reason why I say this is that most knowl- 
edge is neither generated nor protected by intellectual property rights. To take an 
obvious example, the ideas I am discuss with you today are not protected by intel- 
lectual property rights. I think it is important that these ideas, like asymmetric 
information, are not protected by intellectual property rights. When I did my re- 
search, I was completely unconcerned with intellectual property rights. In fact, 
while the intent of intellectual property rights is to limit the use of the intellectual 
property to those who are able and willing to pay, I worked very hard to get these 
ideas out there. I travel around the world to tell other people about my ideas and 
hope that they would tell other people about those ideas. The whole idea of intel- 
lectual communities, of research within academia research, is that ideas progress 
most rapidly when there is open sharing. . 
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Most of our basic insights are not patentable. The theorems that lie behind 
the computer are not subject to patent or copyright. I can go down the list of inno- 
vations that have transformed our lives in the last century, but the point that 
should be clear is that much of what we produce in the university—hasic knowl- 
edge-—which is the foundation on which all the other innovations rest, is not 
protected by intellectual property rights, and that excessively strong broad intel- 
lectual property rights may actually impede economic growth. 

In the discussions leading up to the TRIPS (Trade Related Intellectual Prop- 
erty) Agreement that was part of the Uruguay Round agreement, both the Council 
of Economic Advisers and the Office of Science and Technology Policy raised se- 
rious concerns. We both thought the agreement was unbalanced. One reason was 
that the high drug prices would deprive the poor in the least developed countries 
of life-saving drugs. But we also thought it would be bad for the progress of sci- 
ence in the US and thus for our growth. 

The US was represented in the trade negotiations by the US Trade Repre- 
sentative, and his position was effectively dictated effectively by the drug 
companies in the media. It reflected their special interests. While we were trying 
to say that we needed a more balanced intellectual property regime that reflected 
not just the interests of the drug companies but also the interests of the scientific 
community, of the developing countries, of a broad global interest, and maintained 
a balance between users and producers. Unfortunately, that is not what emerged 
from the TRIPS Agreement in the Uruguay Round. In the Doha Round, we are 
currently having difficulty redressing that balance’ even though, initially, there 
was an agreement that something ought to be done about it. The US has been par- 
ticularly recalcitrant in doing anything. 

There are other reasons why one should recognize that intellectual property 
rights are really quite different from ordinary property rights, though they have 
been sold by its advocates as if they are just like any other property right. But they 
are fundamentally different. I will just mention two aspects of this here. The first 
is that intellectual property rights, as I noted earlier, cause static inefficiencies. 
What is an intellectual property right? It gives a temporary monopoly power over 
a certain idea. Any monopoly power results in inefficiencies. The reason we do it 
is that we believe there are trade-offs. There may be advantages by accepting the 
loss of static efficiency in order to have enhanced incentives for innovation. We 
recognize that there is a trade-off between short-run and long-run concerns. But 
we have to recognize that intellectual property rights do result in inefficiency in 
the economic system. 

Moreover, much of intellectual property rights involve the enclosure of the 
commons. What do I mean by that? In pre-industrial revolution Scotland, there 
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lone holdout in a drug agreement, did make some concessions. 
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was common land on which villagers grazed their sheep, but then the rich en- 
closed much of it and made it into private property. There was an argument that, 
by doing this, they increased economic efficiency even if it cost enormous hard- 
ship on those who were displaced from the land. In a way, much of the intellectual 
property involves the same kind of enclosure: much of what is patented involves 
patenting things that are common knowledge, and placing them within the ambit 
of property rights. That has become particularly apparent with the issue of biopi- 
racy, which has been experienced in many developing countries where an 
American or European firm goes into, for example, the high Andes where the me- 
dicinal properties of many plants are widely known. American and Europoean 
companies come in and patent them as drugs, so that those in the Andes can no 
longer use them, unless they pay royalties to the American and European firms. 
Yet the people in the Andes already knew about them, including their medicinal 
properties. They had not done the controlled experiments that are needed in order 
to get permission to market them in the US or Eurupe. They certainly have not 
published their knowledge in American or European journals. The knowledge was 
common knowledge, yet the patent attempt was to enclose, to privatize, that com- 
mon knowledge and give a particular firm the right to use it. (One of the criteria 
for getting a patent is whether it is novel. And one of the ways you tell if it is 
novel is whether the underlying idea has been previously published. Not surpris- 
ingly, it just so happens that people in the Andes, the Indians, do not typically 
publish the results of their herbal medicines, even were their journal is in their na- 
tive languages; indeed, it is not clear that they could publish the findings since 
everybody already knows about it in the region, if not in North America.) 

There is clearly something wrong with the system of intellectual property 
rights that was adopted in the Uruguay Round. There needs to be more fundamen- 
tal reforms, not just the tickering on the “headline issues,” such as access to AIDs 
drugs. 

But there are other things I want to stress. The first point I want to make is 
that there are alternative ways in which knowledge is produced, i.e., through gov- 
ernment support to research and development (R&D) including the products of 
development. 

The second point is that market failures in finance, which arise particularly 
out of asymmetries of information, can adversely affect private expenditures on 
research and development (R&D). It is particularly difficult, or used to be particu- 
larly difficult, for firms to finance their R&D because it was hard to collateralize 
these assets. As a result of this, raising finance for many forms of research is diffi- 
cult, providing yet another reason why there might be a need for government 
intervention. 

That leads us to the question: Have technology policies worked? In the US, 
this has been a subject of enormous controversy. I call them technology policies 
although they used to be called industrial policies. But in some circles, the term 
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industrial policy has negative overtones, connoting government attempts to shape 
the economy. “Technology policies” is a better term because sometimes technol- 
ogy policies affect other sectors than industry, such as agriculture or services. One 
of my colleagues in Stanford who preceded me as Chairman of the Council of 
Economic Advisors, Mr. Mike Baskin, used to criticize the very idea of technol- 
ogy policies. His view was that he should not try to pick winners. It did not make 
any difference whether the US produced potato chips or computer chips. On the 
contrary, I think it does make a difference whether you produce potato chips or 
computer chips. 

But the issue of whether the government should be involved is somewhat 
different than whether government can “pick winners.” The issue, as I will explain 
below, has to do with whether markets have the rich incentives (and access to re- 
sources) to advance technology at the socially efficient pace, or in the socially 
efficient manner, given the public good nature of knowledge, the externalities, and 
the other market failures just discussed. That is the reason why government gets 
involved. It is not because the government is necessarily better in deciding 
whether the product of the future will be potato chips or computer chips. There is, 
in fact, a remarkable record of success in Asia, Brazil, and US in technology poli- 
cies. In agriculture, for instance, the US’s technology policy in agriculture began 
in 1863 and the result of explicit government support for research and dissemina- 
tion of those ideas was the enormous increase in agricultural productivity in the 
US over the succeeding decades—and it was this that allowed the US to move 
from being an agricultural economy to an industrial economy, because fewer and 
fewer people were needed in order to produce food for the country. It was, in fact, 
the success in agriculture that provided the background for the later industrializa- 
tion of the country. 

In recent years, we have talked a great deal about the importance of the new 
economy in the US and the rest of the world. One of the aspects of the new econ- 
omy is the improvement in communications, and especially the Internet. The 
Internet has had such a huge impact on the way everyone does business and com- 
municates with each other. But we often forget that this whole sector of the 
economy owes its origin effectively to the government. The US government, for 
instance, in the 1840s financed the first telegraph line between Baltimore and 
Washington. So the notion of having a technology policy is not a recent one. It 
goes back over 160 years. More recently, however, the Internet was also an inven- 
tion of the US government; many of its characteristics that have made it so 
successful, particularly its highly decentralized nature, were the result of decisions 
made by the US government. (At the time that the Internet was created this was 
done for defense reasons, because they were worried that if they did not have a 
decentralized system it could be interrupted; so they developed a system that basi- 
cally could not be controlled by anyone.) 
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These are just a few of the examples of the many successes of government- 
funded R&D. Biotechnology, for instance, has become another major industry in 
the US, whose development rests on basic science coming out of government- 
funded research. I have always found it somewhat incongruous how it is that Sili- 
con Valley entrepreneurs whom I got to know when I was at Stanford would 
advocate so strongly the advantages of free markets and getting government out of 
the way when, in fact, their whole success depended on basing their work on ideas 
that have been originally produced by government-supported research. 

Inevitably, there have been some failures in government research projects. 
But I would argue that those failures are to be expected. Research is a highly risky 
endeavor. After all, if we knew the answer to our research before we began, it 

would not be research. The very nature of research has to be that we do not know 
~ the answer. Because we do not know the answer, sometimes we decide to invest in 
a research strategy that does not bear fruit. The fact that there are some failures 
should not be evidence against government-directed research strategies. In fact, I 
would argue quite the opposite. If there were not some failures, it would be evi- 
dence that we were not taking sufficient risks. Of course, there have been 
problems. Many of them have been noted and discussed in the literature. The 
government often has difficulty cutting off their projects and, in some cases, there. 
are elements of corruption and political influence. 

But one should also recognize many of the same problems arise in the pri- 
vate sector. The private sector mistakes in R&D in the US over the last five or ten 
years have become legion with billions and billions of dollars going down the 
drain—more than any government has ever wasted. (In many of these cases, they 
were also huge levels of what I would call corruption in the private sector, as a re- 
sult of what might be called corporate governance problems, that have become 
endemic in banking, corporate, and auditing in the US and that led to massive mis- 
allocations of resources. 

Overall, the social returns to R&D remain high, in both the public and pri- 
vate sectors, and indeed, there has been a remarkable record of success in publicly 
supported technology development. (A study done at the Council of Economic 
Advisers while I was chair showed that indeed, government R&D had a far higher 
return than other forms of investment in either the public or private sector.) I 
think that the record of success is sufficiently strong that it is worthwhile for gov- 
ernments in developing countries to consider having a technology policy. 


IV. IMPROVING TECHNOLOGY POLICIES 


This leads us to the next question: Are there strategies that one can have for 
improving technology policies? Are there strategies that are more likely to lead to 
success? This was, in fact, a question that, when I was in the Clinton Administra- 
tion, we explicitly posed to ourselves. We were convinced that there was a role for 
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government in technology policy. But recognizing that there have been some fail- 
ures, the question was how do we make those failures less likely? And how do we 
make the successes more likely? There were six principal points that came up in 
our analysis. 


(i) There are some distinct advantages of broad-based policies and 
broad-based strategies as compared with narrowly focused strate- 
gies. It is much better to have competition among a whole set of 
alternatives than to have a very narrow focus. For instance, if your ul- 
timate concern is improving energy efficiency and reducing 
greenhouse gas emissions, you are to begin with that as your objec- 
tive and look for all kinds of research proposals that might succeed in 
fulfilling that objective. In contrast, at one point in the US, there was 
a very narrowly focused research strategy that was directed at im- 
proving the efficiency of coal-based technology. With that narrow 
focus, a correspondingly narrow set of special interest groups tried to 
design the research strategy, in ways that would enhance their profits, 
but not the ultimate national objectives. (Of course, it was partly be- 
cause of these special interest groups that the focus was so narrow.). 


(ii) One ought to support a broad intellectual infrastructure. Here, I want 
to emphasize the key role of education, especially advanced educa- 
tion and research institutions. This kind of intellectual infrastructure 
is something that developing countries have to work quite hard at to 
try to create. There was a time in which the World Bank emphasized, 
in its development strategy, a focus on primary education. There was 
an understandable reason for this, namely the desire to reduce pov- 
erty. The World Bank recognized that advanced education (secondary 
‘and particularly tertiary education) is very expensive. The notion was 
that, you could do most to eliminate poverty by directing more re- 
sources toward primary education. But the flip side of that is that it is 
very hard to close the knowledge gap (the technology gap that I 
spoke of earlier) without having people who are able to transfer tech- 
nology- knowledge from the more developed to the less developed 
countries. You do need to have a coterie of individuals who are able 
to absorb knowledge, translate that knowledge, and adapt that knowl- 
edge to the situation in the country at hand. That is why today there is 
an increasing emphasis on higher education as part of a development 
strategy. The countries in East Asia recognized this very early; coun- 
tries like Korea made that an explicit part of their development 
strategy. I think that was part of the key to their economic success. 
Having said that, one has to still be aware that, in many countries, 
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(iii) 


(iv) 


(Vv) 


(vi) 


there are excess subsidies given to tertiary education. One can and 
should support advanced education in ways that limit the extent of 
subsidies, for instance, by requiring individuals to pay more for 
themselves by working or taking out student loans. Recognizing the 
importance of secondary and tertiary education does not necessarily 
fully resolve the issues of financing. 


It is important that there be close links between the research institu- 
tions and the education institutions and industry. That is one of the 
areas in which the US has been most successful and accounts for a lot 
of the innovation that has occurred in the United States. Around ma- 
jor US universities like Stanford or Massachusetts Institute of 
Technology, a whole host of firms have developed whose job is to 
take the ideas being produced in the universities and translate them 
into products that have global market reach. The same thing can oc- 
cur in developing countries as well. That, I would argue, is part of a 
development strategy that takes advantage of technology and global- 
ization. 


It is important to have competitive selection of research projects and 
use peer review. This just repeats the repeats the general theme of the 
importance of competition in the economy; without competitive 
mechanisms, one is likely to have favoritism and the kinds of ineffi- 
ciencies and distortions that one saw so often in the past. But the 
siccesses in the US, of the National Science Foundation, the National 
Health Institutes, and DARPA, the agency within the defense de- 
partment that was responsible for many of the advances in technology 
including the Internet in the US, shows that one can develop scien- 
tifically based independent peer review processes that work. 


Government intervention should focus on areas where there are mar- 
ket failures arising, for instance, out of finance or out of externalities. 
Government intervention is not based on the government being better 
at picking winners, but that it takes into account the full range of 
benefits that arise from research, and should focus explicitly on pro- 
jects where it is hoped there are large externalities. 


Finally, one needs to think about joint ventures between the public 
and private sectors, and the partnerships can take on a variety of 
firms. Such partnerhips can be particularly valuable when the key is- 
sue is a lack of finance. Joint ventures should require some equity 
commitments of those who are receiving funds from the government. 
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Such equity commitments can both act as a selection device at the 
same time that they help to provide good incentives for those receiv- 
ing the government funds. 


V. CORPORATE GOVERNANCE 


In this and the following two sections, I want to expand the discussion be- 
yond technology policy to broader issues concerning how firm decisions get made 
and how the global economic system is managed. The issues are obviously closely 
linked: if managers of firms have objectives that are markedly different from that 
of the long interests of the firm, they may underinvest in technology, and be espe- 
cially reluctant to make investments that only yield returns in the long run. There 
may, accordingly, be a larger role for government. 

The issues of corporate governance—how firms make decisions; ways that 
ensure those who turned over their resources to the firm, provided capital, or 
added their labor are treated appropriately—are perpetual issues for all govern- 
ments, for all countries. It is easy to define examples of bad corporate governance, 
and to recognize its consequences: If majority shareholders rip off minority share- 
holders, tunneling out assets from the corporations, then obviously firms will find 
it difficult to raise capital from outside investors. 

The issue has become particularly sensitive in the United States. In fact, I 
feel particularly sensitive because the very parties that were criticizing East Asia 
for its corporate governance were resisting reforms that would have improved cor- 
porate governance in the United States. Let me just tell two stories that you might 
find amusing. 

In 1993-1994, I fought a battle when I was at the Council of Economic Ad- 
visers to change the accounting treatment of stock options, because they were 
extremely misleading. Treasury and Commerce gave absolutely the worst argu- 
ment for not expensing. They said, if people knew what was going on, the value of 
the stocks will go down. They were only valued so high because people did not 
have the accurate information. But that was precisely why we needed to have bet- 
ter information. They won and the country lost. Some of the same people later 
were to criticize Korea and Thailand so strongly for bad accounting and corporate 
governance. 

A second example focuses on the problems that have come to light in the 
US that involve enormous conflicts of interest in the banking sector. There are 
conflicts of interest for those saying “buy these stocks“ not because the stocks are 
good, but because they are working for investment banks that were raising capital 
for these companies. It is clear that there are a large number of different kinds of 
conflicts of interest. Actually, Treasury, at this time, was making those conflicts of 
interests worse, not better. We used to have separate retail banks and investment 
banks until we eliminated the separation. What was the result? Let me give you a 
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concrete example. When Enron was nearing bankruptcy, Chase Manhattan and the 
other banks continued to lend it money, not because they were making money nec- 
essarily on the loans, but because they were trying to hide some of the investment 
shenanigans that they had done on the investment side (and perhaps they hoped 
that, were Enron to survive, they once again would be able to make huge profits 
from the lucrative investment deals with it.). They were not judging the loans on 
the basis of the loan itself, or if it was safe enough to pass muster. Corporate gov- 
emance problems exist in all countries. They arise from asymmetries of 
information, which are pervasive; those who have entrusted their money to the 
firm cannot monitor perfectly what the firm is doing with their money (and typi- 
cally may not even know what the firm should do with the money). That is why 
you need government regulations to deal with them. 

As we review the East Asian crisis, we should not minimize the magnitude 
of the consequences, which are still being felt for instance in Indonesia. The dam- 
age that arose from the way the crisis was managed, including the cutting off by 
the IMF of the food and fuel subsidies that led to the riots, will take years, if not 
decades, to undo. 

But growth has now at last returned. East Asian countries are doing much 
better than I thought they would, but they have not returned to the growth levels 
they had before the crisis. That is understandable because in most of the countries 
of the world, particularly East Asia, much of growth is financed by debt. Even in 
the US, new investment is financed to a very limited extent by new equity issues. 
The theory of asymmetric information helps to explain why new equity issues are 
a limited source of funding. If you have to rely mainly on debt finance, the magni- 
tude of the debt finance that you can bear depends on the volatility of the market 
and how you respond to crises. When the IMF responded to the crisis in Korea, for 
instance, by forcing them to raise interest rates to, first, 25 percent and then all the 
way to 40 percent, it taught a very important lesson to the firms in Korea. Keep 
your debt down because, if you let your debt go high, you risk your survival. 
Companies like Samsung Electronics today have zero debt. They have taken this 
advice to the limit. 

The consequences for growth are obvious: if you are not willing to borrow, 
your rate of growth is inhibited. This too is a legacy of the mismanagement of the 
crisis and of the capital market liberalization that led to more volatility. Yes, these 
are part of the permanent legacy. I do not think you will expect to see growth to 
return to the levels that otherwise would have been achieved. (In this way, the 
IMF policies not only did not work in the short run, making the downturns worse; 
they continue to have adverse effects in the long run, slowing growth and, by lim- 
iting the workings of the capital market, making resource allocations less 
efficient.) 

What about regional efforts to stave off crises? I am very strongly suppor- 
tive of the Asian Monetary Fund for several reasons. Asian countries are more 
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dependent on each other. Therefore, they have greater incentives to help each 
other. I do not know if you remember the remark by the Secretary of the Treasury 
as the Thai crisis began, when he basically said, “This is Thailand’s problem. We 
are not going to do anything about it.” This caused an enormous amount of re- 
sentment. The US came to the rescue of Mexico because Mexico was on its 
southern borders. Thailand was a long way off. Inevitably, there is going to be 
more sensitivity to one’s neighbors. That is why you want to have an Asian Mone- 
tary Fund. 

There is another reason to create an Asian Monetary Fund. I certainly know 
that, in my discussions during the Asian crisis, Japan and the other Asian countries 
had a much better understanding of the economies of the countries in the region 
than the IMF and US Treasury did. If policy formulation had been left to Japan, to 
the countries in East Asia, you would have had a much shallower recession, a 
much better policy framework than what happened relying on the IMF. I do not, 
however, think that one should anticipate moving toward a single currency area. 
That is very problematic. But, between doing nothing and a currency area, there 
are lots of areas of cooperation that go further than you have already gone. 


VI. TRADE LINKAGES AND FDI VIS-A-VIS CAPITAL MARKET 
AND BANKING SECTOR LIBERALIZATION 


One does not need capital market liberalization to get foreign direct in- 
vestment (FDI). The strongest example of that is the People’s Republic of China, 
which is the largest recipient of FDI—about $50 billion in the last couple of 
years—and which has not liberalized its capital markets. The two are separate. In 
fact, if the argument I gave before is correct, that capital market liberalization is 
associated with greater instability, capital market liberalization is bad for FDI be- 
cause FDI wants a stable economic environment. There are advantages in having 
some foreign banks, particularly when a country is a recipient of FDI. Investors 
often feel more comfortable dealing with their own banks. The real question is 
how do you maintain at the same time strong domestic banks, and how do you, if 
you do have more foreign banks, maintain a flow of funds to small- and medium- 
size domestic firms. One way that I have emphasized is that one ought to try to 
encourage banks to lend to small and medium-size enterprises and other under- 
served communities. In the US, banks face what are called CRA (Community 
Reinvestment Act) requirements, which require all banks to put some amount like 
10 percent of their lending portfolio into underserved communities. One could 
imagine having a similar requirement of all banks, including foreign banks, to in- 
vest 10 or 20 percent in underserved areas, including either small- and medium- 
Size enterprises, outlying islands, etc. That would redress some of the problems 
caused by the foreign banks investing excessively in a particular narrow clientele. 
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VII. GLOBAL RESERVE SYSTEM 


There are some very severe problems with the global reserve system. Our 
current system has a number of problems. They affect all countries. Let me just 
illustrate two of them. 

One arises from the basic arithmetic of trade: the sum of the surpluses of the 
world have to equal to some deficits. If somebody imports more than they export, 
some other countries have to export more than they import. What does that mean? 
That means that, if there are some countries in the world that insist on having sur- 
pluses, then that must mean that there are other countries that must have a deficit. 
Deficits become hot potatoes. In the way we run our systems today, if you have a 
large deficit, you get castigated. If one country has a large deficit, like Korea, and 
then it experiences a crisis and gets rid of the deficit, that deficit is bound to show 
up in the hands of somebody else. There is going to be crises going on from one 
country to another. That is part of the reason why we have crisis after crisis. 

The role of the dollar as a reserve currency creates not only this instability 
but also an enormous inequity. The only way that the system effectively works is 
that the US becomes the deficit of last resort. The US is able to absorb all the defi- 
cits of all the other countries’ surpluses. Here we have the richest country in the 
world that is living well beyond its means. It is borrowing $1.5 billion a day, giv- 
ing lectures to poor countries saying, “You will have to live within your means.” 
In the end, right now we are facing a situation in which the system is being ex- 
posed to the possibility of an instability. Why do I say that? If the US is borrowing 
$1.5 billion a day, somebody has to be lending $1.5 billion a day. The only reason 
why they lend that money is that they have confidence in that country, in its eco- 
nomic management, its political leadership. Well, there are reasons that one might 
be worried about the quality of at least the economic management. I will not say 
anything about the other dimensions of management. But even with the best of 
management, eventually, as indebtedness mounts, others may be reluctant to lend. 

On the economic side, one has to say America’s economic management is a 
remarkable failure, and one that is likely to have consequences not only for the 
US, but for the global economy. To give you a picture of the magnitude of what 
has happened, in May 2001, the US was projected on the nonsocial security ac- 
count to have a $3 trillion surplus over the next ten years, a big number. Right 
now, we are projected to have a $2 trillion deficit. That is a $5 trillion turnaround 
in two years. But the administration is now making proposals to increase that $2 
trillion deficit to $4 trillion. It is the largest turnaround of any country any time, 
and, obviously, should cause angst to any investor. The developing world may 
suffer too as a result: the increased demand for funds will lead to higher real inter- 
est rates, making the cost of capital facing developing countries all the higher. 
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VIU. GLOBALIZATION STRATEGIES TO PROMOTE TECHNOLOGY 
AND DEVELOPMENT 


I want to now return to the central theme of this talk, which is on technol- 
ogy, globalization, and development. Well-designed globalization can promote 
technology and development. Trade links and FDI often bring access to markets 
and to technology. In fact, it is only with a certain degree of openness that one can 
get exposure to the ideas that are going to be necessary to close the knowledge 
gap. Joint ventures may be particularly effective because they take advantage of 
the local knowledge in facilitating the adaptation of technology. These are some 
of the ways in which globalization can act as an important vehicle through which 
technology is promoted, and, by promoting technology, so too can development 
be promoted. 

But I want to emphasize that poorly designed globalization can, in fact, in- 
hibit development. For instance, capital market liberalization can lead to 
instability in the real economy, making real investment in both fiscal and human 
capital less attractive. Instability provides a bad environment in which to engage 
in real investments, including real investments in technology. At the time that the 
IMF was arguing vociferously for capital market liberalization, some suggested 
that it would lead to more investment, or even more stability. Those arguments 
made absolutely no sense. You cannot build factories on the basis of speculative 
capital that can come in and out of a country overnight. Even worse, speculative 
capital that comes in and out overnight leads to macroeconomic instability. The 
policies of capital market liberalization are actually growth inhibiting. Both theory 
and evidence show a clear link between capital market liberalization and instabil- 
ity and the absence of a link between capital market liberalization and economic 
growth. 

I was pleased to see that, that quite recently, the IMF finally conceded the 
point. They finally came out with a report recognizing that short-term capital mar- 
ket liberalization does not lead to more economic growth but does lead to more 
economic instability. It took them a long time to recognize this, and it was only af- 
ter enormous amounts of pain were felt by many countries, including the countries 
in East Asia and Latin America. I say this as an aside but it is an important point. 
Here you had a major international economic institution trying to change the rules 
of the game, trying to change the policy framework that was adopted by develop- 
ing countries, to change its very charter, even when there was absolutely no 
evidence at the time that it was good for the countries in question. It was good for 
Wall Street, however. They made money out of it. The question is: Was it good 
for the developing countries? Even then, the weight of opinion and evidence was 
that it was bad for growth and bad for stability. Now, six years later, the IMF fi- 
nally came around to look at the evidence and they say, “you know, you were 


right.” 
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The same point is true on the excessive focus on inflation. We all know that 
hyperinflation, too high inflation, is bad. That is not the issue. The issue is, Does it 
do much good once you get inflation down to a moderate level to push it down 
lower; and, what is the moderate level, 10, 15, 20 percent? To put it another way: 
do countries in which the monetary authorities focus exclusively on inflation, 
grow faster, have lower unemployment, and have higher real wages than those 
countries that have a more balanced monetary policy? The answer is that there is 
no significant benefit from pushing inflation lower and lower beyond this critical 
threshold of 10, 15, 20 percent. Countries in which the monetary authorities focus 
exclusively on inflation do not grow faster, do not have lower unemployment, and 
do not even have a better trade-off between inflation and employment in their 
Philips curve. The evidence that those policies work is less than convincing. In 
fact, there are some arguments that, by focusing on inflation, on stability of prices, 
you may lead to greater instability in the real variables. By leading to greater in- 
stability in the real variables, you again deter investment because what business 
cares about is the stability of the real environment. 

There is another aspect of globalization that I will just mention very briefly, 
which is one of the aspects of the recent WTO agreements, —the opening up into 
new areas, including services. That, of course, made an enormous amount of sense 
because manufacturing is an increasingly small part of the economy and of trade. 
The US manufacturing is now down to about 14 percent of GDP. The things we 
` used to talk about in our textbooks are really a very small part of the economy. 
The services sector is the one that is dominant. 

The particular aspect of this that I am concerned about is opening markets 
to financial services. This is an issue that Americans know very well because, un- 
til 1995, banks were not allowed to operate throughout the United States. The US 
only had state banks. What was the reason for this restriction? The restriction was 
imposed because people in the Midwest and the West were worried that if you 
have banks from New York operating throughout the country, the banks in New 
York would take all the savings out of the Midwest and out of the West, and put 
them into New York. There was a worry that there would not be a flow of invest- 
ment funds going into the Midwest or into the West and so that the growth in the 
US would be unbalanced. There was a real worry about national banks in the US, 
that having a banking system dominated by such banks would not result in a na- 
tional development strategy. That was why, until 1995, national banking was not 
allowed in the United States. 

But, interestingly, just as we were getting around to allowing national bank- 
ing in the US, we were insisting on global banks all over world. Thus the same 
banks that were just now being allowed in the Midwest would also be allowed 
everywhere else in the world. If they could go into Chicago, they should be able to 
go into every other country in the world. 
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Well, the worry in many developing countries is that the foreign banks will 
find it more comfortable, at least in the short term (though not necessarily in the 
long), to lend to large enterprises and particularly large multinational enterprises. 
The empirical evidence on this continues to be debated. Let me just mention an 
anecdotal experience. One of them was that, about three years ago, Argentina was 
facing a real problem of economic growth. It has had double-digit unemployment 
since 1995. The question was: What was hindering their economic growth? There 
was a widespread feeling that many of the small- and medium-size enterprises did 
not have adequate access to finance. The reason for this, put forward by many 
people including those in the government, was that the Argentinean banking sys- 
tem had essentially been sold to foreigners and the foreign banks were not 
particularly interested in lending money to medium and small Argentinean firms. 

Just last year, Mexico sold one of its major banks to Citibank so that today 
there is only one remaining Mexican bank. Exactly the same concern about access 
by small- and medium-size enterprises to capital is now being heard extensively 
throughout Mexico. 

The final caveat relates to the unbalanced TRIPS agreement that I referred 
to earlier, which may inhibit access to new technology. There are other WTO re- 
strictions that may impede the transfer and development of technology. Many of 
the policies, which were used by the US in its earlier stages of development, are 
now not going to be allowed in other developing countries under the new WTO 
arrangements. 


IX. CONCLUDING COMMENTS 


To conclude, the countries that have been most successful have had a com- 
prehensive technology policy, including education, research, and finance. Asia is, 
in fact, the most striking example of that success. But the US as well has had, over 
the years, a comprehensive technology policy, one involving education, research, 
and finance. 

It is important for me to digress here just for a second. One of the things 
that is quite striking about the US’s relationship with the IMF is the fact that the 
US is the only country that has veto power in the IMF, so that the IMF policies of- 
ten reflect the perspectives of the United States. But what the US telis other 
countries to do is often markedly different from what it has itself done. 

Just to give you a couple of examples, the US has been telling other coun- 
tries that monetary authorities should focus exclusively on inflation while the 
Federal Reserve Board focuses on inflation growth and unemployment. The US - 
has told many other countries like Argentina, when they had an economic down- 
turn and the downturn resulted in a deficit, that they should reduce that deficit. 
They should raise taxes. The IMF gave the same advice during the East Asia cri- 
sis. Yet both political parties in the US, during its recession of 2001, agreed the 
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US ought to have a stimulus. Both Republicans and Democrats advocated doing 
what is taught in every graduate macro course in the world—cutting taxes and 
raising expenditures even if it results in a temporary deficit. But that is not what 
the IMF has advocated around the world. The US continues to support a public 
social security system that has been enormously successful, has low transaction 
costs—far lower than any private system—and has virtually eliminated poverty 
among the aged, providing insurance against instability in stock markets, and in- 
surance against inflation. Yet the IMF has been pushing countries all over the 
world to privatize their social security system. 

The IMF has voiced opposition to countries having a technology policy or 
“industrial policy.” The IMF has suggested that it is inappropriate for govern- 
ments to do so, yet the US has, for 160 years, had a very strong industrial policy 
that has been extremely successful and accounts for a great deal of the US’s eco- 
nomic success. 

Because of globalization, challenges and opportunities today are greater 
than ever before. There are new opportunities to seize. Globalization has made the 
knowledge of the world much more easily available than ever before. And the 
Internet too has made knowledge much more available than it ever was before. 
The question is: Will the design of the international regime and the design of the 
international economic institutions and the policies that they have pursued help 
developing countries seize these new opportunities to reduce the disparities in 
knowledge, the gap between the developed or less developed countries? Or will 
the design of the international regime make it all the more difficult for the gap to 
be overcome? I fear that, in many ways, what has happened in the last few years 
has been making it more difficult, not easier, for the developing countries to over- 
come these knowledge barriers. But I remain hopeful. That was one of the reasons 
I wrote in my book, Globalization and its Discontents. | believe that globalization 
can be a very powerful force for developing countries, enabling the technology 
gap and the knowledge gap that separates the developed from the less developed 
countries to be overcome. But if that promise is to be achieved, I do think that 
there will have to be fundamental reforms in the institutions and in the policies 
governing globalization in the world today. 


The Puzzle of Social Capital 


A Critical Review 
M.G. QUIBRIA 


This expository note provides a critical review of the burgeoning literature on 
social capital and highlights a number of conceptual and empirical issues. 
First, the concept of social capital remains largely elusive, with many different 
ideas attached to it. This elusiveness has serious ramifications for empirical 
and policy analysis. Second, while the concept of social capital is used to 
highlight the positive, productive aspects of sociability, it fails in important 
ways to qualify as a form of capital. Third, there are both theoretical and 
empirical presumptions that social capital can lead to undesirable 
socioeconomic outcomes. Finally, a large body of empirical work on social 
capital remains mired in measurement and estimation problems. 


Here I learn to do a service to another, without bearing him 
any real kindness; because I foresee, that he will return my service, 
in expectation of another of the same kind, and in order to maintain 

the same correspondence of good offices with me or others. 

And accordingly, after I have served him and he is in possession of the 
advantage arising from my action, he is induced to perform his part, 
as foreseeing the consequences of his refusal. 


David Hume 
Treatise of Human Nature (1740/1978, 521) 


I. INTRODUCTION 


Social interactions matter. They create social networks, foster trust and val- 
ues, sustain norms and culture, and create community. These social entities—be it 
in the form of social network or community or norms and culture or trust and val- 
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ues—have an important influence on economic as well as social outcomes. While 
this idea has antecedents in the writings of such diversity of earlier authors as Karl 
Marx, David Hume, Adam Smith, Antonio Genovesi, Emile Durkeim, and Thort- 
sen Veblen, they have occupied pride of place in the recent literature on social 
capital. The concept of social capital has been applied to explain a wide variety of 
social and economic phenomena, ranging from the growth tragedy in Africa (East- 
erly and Levine 1997) to the mortality crisis in Russia (Kennedy et al. 1998); from 
the successful group lending programs in Peru (Karlan 2003) to the flourishing 
township village enterprises in People’s Republic of China (PRC) (Weitzman and 
Xu 1994). This concept, which highlights the importance of nonmarket social in- 
teractions in socioeconomic outcomes, seeks to fill a lacuna in the traditional 
neoclassical economic framework. It has been argued by sociologist Granovetter 
(1985) that the neoclassical framework posits an “undersocialized conception of 
man” that views man as atomized, anonymous, and bereft of any social influence 
through social relations. In other words, the neoclassical framework ignores the 
role of nonmarket social interactions in determining individual and collective be- 
havior and shaping economic and social outcomes. In the real world, individual 
and collective behavior is continuously shaped by nonmarket social influences in 
the form of culture, norms, and social structure. An individual’s taste for books, 
restaurants, and movies is often largely determined by what is considered “hip.” 
Similarly, one’s educational aspirations, decision to smoke or take drugs, and bear 
children out of wedlock: all these decisions are significantly affected by the be- 
havior of one’s peer groups, role models, and norms and values of the surrounding 
society. 

While there has been a proliferation of the literature on social capital in re- 
cent years, it is fraught with serious conceptual and empirical measurement and 
estimation problems. This paper highlights some of these conceptual and empiri- 
cal measurement and estimation problems that seem to have arrested the pace of 
progress of this literature. This paper divides these issues into four broad catego- 
ries. First, the concept of social capital remains largely elusive. Different authors 
have attributed different meanings, leading to serious conceptual ambiguities. 
Second, in parallel with human and physical capital, this literature uses the meta- 
phor of social capital to highlight the positive, productive aspects of sociability. 
However, in some important ways, social capital falls short of being a form of 
capital. Third, the existing literature emphasizes largely the positive conse- 
quences, eschewing the bad ones. There are both theoretical and empirical 
presumptions that nonmarket social interactions can lead to undesirable social and 
economic outcomes. Fourth, a significant body of empirical works in this area re- 
mains mired in serious measurement and estimation problems. 

The organization of this paper is as follows. Section II deals with the defini- 
tional aspects and the confusions surrounding them. Section III addresses the 
question: Is social capital really a form of capital? Section IV discusses the nega- 
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tive aspects of social capital that have been largely ignored in the existing litera- 
ture. Section V points to some measurement and estimation problems that tend to 
threaten advances in the literature. The final section offers some concluding re- 
marks. 


Il. DEFINITIONS OF SOCIAL CAPITAL: A CONFUSING MEDLEY 


Different writers have defined social capital in different ways. Sociologist 
Bourdieu, who has provided an early exposition of the concept, views social capi- 
tal as “the aggregate of actual and potential resources which are linked to the 
possession of a durable network of more or less institutionalized relationships of 
mutual acquaintance or recognition—or in other words, to membership in a 
group” (Bourdieu 1986, 248). This definition highlights the network! aspect of so- 
cial capital, i.e., the opportunities and advantages that accrue to individuals from 
group membership. Bourdieu’s concept of social capital is essentially individualis- 
tic. In his writings, Bourdieu focuses on the instrumental value of social capital in 
deriving economic and social benefits from group membership and the impetus for 
individual investment in such membership. 

‘ An early reference to the concept of social capital in the economics litera- 
ture is to be found in the work of economist Glen Loury, who has provided an 
incisive criticism of the neoclassical theories of racial income disparity. Loury 
(1977, 176) argues: 


The merit notion that, in a free society, each individual will rise to 
the level justified by his or her competence conflicts with the obser- 
vation that no one travels that road entirely alone. The social context 
within which individual maturation occurs strongly conditions what 
otherwise equally competent individuals can achieve. This implies 
that absolute equality of opportunity ... is an ideal that cannot be 
achieved. 


Loury’s main contention is that the traditional view on intergenerational in- 
come mobility is inadequate: it is based on a framework that is excessively 


‘Network describes links among individuals in a group. A closed group with finite 
members is often known as club. The term network has been used to describe both the entire set 
of links among individuals in a group and the set of links around a specific individual. Other 
related terms include “network closure “ and “networks with structural holes.” Network closure, 
which implies a dense network, means that everyone is connected with everyone in the group. 
Such a dense network is more effective in enforcing group cooperation (Coleman 1990). 
Structural hole refers to connectivity between networks. An individual who connects two 
otherwise disconnected networks spans a structural hole. Those who can play such a bridging 
role earn rents from such a position (Burt 1992). 
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individualistic and devoid of social dimensions. A full understanding of the issues 
of intergenerational income mobility among ethnic groups, Loury argues, needs to 
be based on a framework that incorporates such social dimensions as social net- 
works that influence one’s access to opportunities. Individuals belong to different 
ethnic and social groups with different social networks, having different degrees 
of access to opportunities. This in turn can lead to persistent income disparities 
across ethnic groups. In other words, the orthodox economic theories that focus 
merely on creating a competitive market for individual human capital without con- 
sideration of social networks would be inadequate to address the issues of 
persistent racial income disparities. In a recent paper, he further notes: 


Individuals are embedded in complex networks of affiliations: they 
are members of nuclear and extended families, they belong to reli- 
gious and linguistic groupings, they have ethnic and racial identities 
and they are attached to particular localities. Each individual is so- 
cially situated, and one’s location within the network of social 
affiliations substantially affects one’s access to various resources. 
Opportunity travels along these social networks (Loury 2000, 233). 


In short, Loury’s view of social capital parallels that of Bourdieu in its 
micro perspective: both emphasize the importance of social network as an indi- 
vidual asset that affects one’s economic locus in society. 

A similar micro perspective is evident in the recent work of Glaeser, Laib- 
son, and Sacerdote (2002, F439) who define social capital as: “a person’s social 
characteristics—including social skills, charisma and the size of the Rolodex— 
which enables him to reap market and non-market returns from interactions with 
others.” They further add, “Individual social capital includes both intrinsic abili- 
ties (e.g., being extroverted and charismatic) and the results of social capital 
investments (e.g., a large Rolodex).” This definition highlights a number of char- 
acteristics of social capital: (i) it is an individual asset; (ii) some aspects of this 
asset are intrinsic to an individual and some can be augmented by individual ac- 
tion; and (iii) it can be purposefully used to augment one’s market and nonmarket 
position.” 

The author who has done the most to popularize the concept, particularly in 
sociology, is Coleman. Coleman’s characterization of social capital is however as- 
toundingly vague. While subscribing to an individual perspective that “social 


“All social relationships are not instrumental and pursued to enhance one’s market and 
nonmarket positions. Social relations can be noninstrumental and desired for their own intrinsic 
values. Social relations based on utilitarian calculations can be exceedingly undependable, as 
Aristotle has noted long ago in his Nichomachean Ethics that utilitarian friendship is a very 
unreliable type of friendship (van Stavern 2000). 


t+ 
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capital constitutes a particular kind of resources available to an actor”, Coleman 


- (1988) goes on to state: 


Social capital is defined by its function. It is not a single entity but a 
variety of different entities, with two elements in common: they all 
consist of some aspect of social structures, and they facilitate certain 
actions of actors—whether persons or corporate actors—within the 
structure (Coleman 1988, $98). 


Coleman’s work has opened up the way for a whole plethora of new defini- 
tions that often emphasize different and contradictory aspects of social capital. 
Indeed, Coleman himself has been a leading contributor to this potpourri of confu- 
sion. While his examples of social interactions in maintaining trusting 
relationships—like those among the Jewish diamond merchants in New York 
(Coleman 1988)—are interesting, Coleman includes under the rubric of social 
capital many disparate ideas. As Portes (1998) has correctly noted, Coleman in- 
cludes under social capital both the causes and consequences of social capital. 
That is, both the mechanism that generates social capital—such as the reciprocity 
of expectations and group enforcement of norms—and the benefits accruing from 
the possession of social capital—such as access to group resources. Coleman also 
included in his definition of social capital the “appropriable” social organizations,’ 
which provide the context for sources and effects of social capital to materialize. 

The above individualistic perspective of social capital differs from the ag- 
gregate/community perspective that seems to have emerged as the dominant 
paradigm in the literature, particularly in the hands of political scientist Putnam. 
Putnam, however, offers an even more expansive definition of social capital than 
Coleman. According to Putnam (1995, 67), “social capital refers to features of so- 
cial organization such as networks, norms, and social trust that facilitate 
coordination and cooperation for mutual benefit.” In his recent work, he provides 
further elaboration on the definition: 


Social capital is closely related to what some have called “civic vir- 
tue.” The difference is that “social capital” calls attention to the fact 
that civic virtue is most powerful when embedded in a network of re- 
ciprocal social relations. A society of many virtuous but isolated 
individuals is not necessarily rich in social capital (Putnam 2000, 19). 


3 Appropriable social organizations, according to Coleman, refer to voluntary associations 
that are used for purposes other than their original intent. An example of an appropriable social 
organization is the residents’ association in an urban housing project that is initially formed for 
the purpose of pressurizing builders to fix such residential problems as leaks, crumbling 
sidewalks, etc. After the problems have been solved, the organization becomes available for 
appropriation by the residents to improve their quality of life. 
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According to this aggregate perspective, social capital—or it absence—is a 
property of a group or a community or even a nation as a whole, although there is 
less than unanimity among authors what this property is. Different authors have 
highlighted different aspects. 

Some recent notable contributors to this aggregative perspective include 
Inglehart, Fukuyama, Bowles, Gintis, and Hayami. Inglehart (1997, 188) equates 
social capital with “a culture of trust and tolerance, in which extensive network of 
voluntary associations form.” And to him, culture is “a system of attitudes, values, 
and knowledge, that is widely shared within a society and is transmitted from gen- 
eration to generation” (Ingelhart 1997, 15). His research interest is however to link 
this cultural dimension to economic and political outcomes at the country level— 
in particular the level of democracy. 

Fukuyama (1995) equates social capital with “trusts’’ and highlights its role 
in reducing transactions costs and increasing economic efficiency.’ These transac- 
tions costs are salient in day-to-day economic activities like finding the 
appropriate buyers and sellers, negotiating contracts, complying with government 
regulations, and enforcing contracts in the event of dispute or fraud. According to 
Fukuyama (1999, 16), social capital is: 


an instantiated set of informal values or norms shared among mem- 
bers of a group that permit them to cooperate with one another. If 
members of the group come to expect that others will behave reliably 
and honestly, then they will come to trust one another. Trust acts like 
a lubricant that makes any group or organization run more effec- 
tively. 


“The social capital literature often makes a distinction between personalized trust and 
generalized trust. The former, which exists between individuals of the same group, results from 
repeated interpersonal interactions. The latter, which exists between individuals of different 
social groups or kinship networks, results from the knowledge of the population characteristics, 
the underlying culture, and the incentives they face. While personalized trust takes time to 
develop, generalized trust is instantaneous. 

Without using the term social capital, economists have long recognized the role of 
“trusts” in coping with market failures and establishing economic efficiency. A clear, explicit 
statement is to be found in Arrow (1971, 22) who notes: “In the absence of trust, opportunities 
for mutually beneficial cooperation would have to be foregone.... norms of social behavior, 
including ethical and moral codes ... (are) reactions of society to compensate for market 
failures.” Indeed, even much before Arrow-——-and the advent of the first fundamental theorem of 
welfare economics—such 18th century philosopher-economists as David Hume, Adam Smith, 
and Antonio Genovesi wrote about the importance of trust in economic transactions (Bruni and 
Sugden 2000). Indeed they devoted a good deal of attention to such issues as: how trust can be 
rational, under what conditions such rational trust is possible, and the role of economic and 
social institutions to reproduce these conditions. 
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Echoing a similar theme, Bowles and Gintis (2002, F419) define social 
capital as: “trust, concern for one’s associates, a willingness to live by the norms 
of one’s community and to punish those who do not.” This definition highlights 
the role of trusts and norms to bind the members of the group/community to coop- 
erate. According to Bowles and Gintis, their definition follows a “social structural 
approach” that contrasts with the “individual-based approach” of Glaeser and 
others. 

Hayami (2001, 291) also emphasizes a social structural perspective: 


Relationships of mutual trust created through long-term and multiple 
transactions... would not only be effective in suppressing moral haz- 
ards between the contracting parties but would also promote 
collaborative relationships within the wider community. ...Thus, trust 
accumulated through personal interactions in the community in- 
creases efficiency and reduces costs associated with the division of 
labor. In this regard, trust is a kind of “social capital” similar to social 
overhead capital such as roads and harbors. 


To Hayami, social capital is shorthand for “community” that generates a 
number of positive social externalities. The trust and social harmony that glues a 
community can help overcome the opportunism and moral hazard in interpersonal 
relationships. This in turn can help not only to reduce transaction costs in various 
types of market relationships but also overcome the free-rider problem in the pro- 
vision of local public goods in a community. 

The above sampling of definitions suggests that social capital has been as- 
sociated with many different notions.° For some, social capital is an individual 
asset that comes from access to networks and social connections, whereas others 
view it as a shared asset that resides in a homogenous collective entity—such as a 
community with common interests and shared values. Some authors have focused 
on trusts and tolerance, while others have focused on the degree of civic and so- 
cial engagements as the vehicle of such social capital. Still others have highlighted 
issues of culture and social norms. A strand of the literature applies the theory of 
repeated games’ to interpret norms of behavior, culture, and informal institutions: 
how they emerge and how they get sustained over time.® 


Sin the words of Dasgupta (2000, 325), “social capital (has been) a peg on which to hang 
all those “informal” engagements we like, care for and approve of.” In addition, the concept is 
being continuously stressed with reckless abandon. This has led Fischer (2001, 3) to comment 
that the concept is “expand(ing) in all directions like a swamp in a bad weather.” 

Repeated-game models highlight how long-run self-interest can help overcome short- 
term temptations of opportunism. A well-known result in game theory, known as the folk 
theorem, states that enlightened self-interest of sufficiently forward-looking players can ensure a 
full gamut of cooperative possibilities (Gibbons 1992). The basic intuition behind the theorem is 
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Given that the concept of social capital is a heterogeneous one, embodying 
a set of distinct but related notions, it throws up a serious measurement and aggre- 
gation problem. This is most explicitly stated by Dasgupta (2000, 327): “It 
encourages us to amalgamate incommensurable objects, namely (in that order) be- 
liefs, behavioral rules, and such forms of capital assets as interpersonal links, 
without offering a hint as to how they are to be amalgamated.” This led Dasgupta 
to suggest—quite sensibly—that these different notions of social capital need to 
be studied separately to understand how they are interrelated. 


lil. IS SOCIAL CAPITAL REALLY A FORM 
OF CAPITAL OR A BAD METAPHOR? 


Proponents of the concept of social capital have devoted considerable atten- 
tion to explaining why it can indeed be considered as capital. Its current 
conceptualization draws on the early work of Pierre Bourdieu, which differentiates 
between different forms of capital that included economic capital, cultural capital, 
linguistic capital, scholastic capital, and social capital. Later on, in his work enti- 
tled The Forms of Capital, Bourdieu (1986) narrows these different types of 
capital into three—economic, cultural,’ and social—and addresses the question of 
how these forms of capital interrelate and can be converted from one form to the 
other in order to maximize accumulation. From this perspective, he defines social 
capital as “the aggregate of the actual or potential resources which are linked to 
possession of a durable network of more or less institutionalized relationships of 
mutual acquaintance and recognition ... which provides each of its members with 
the backing of collectively-owned capital” (Bourdieu 1986, 248). This view of so- 
cial capital as resources—accumulated primarily as a set of obligations from 
others according to the norm of reciprocity—which agents can draw on to achieve 


that if an individual is to be punished in the future for noncooperative behavior today, this threat 
is sufficient to sustain cooperation over time. This result has been further generalized by 
Kandori (1992) who shows that when each member of the group punishes noncooperative 
behavior even when she is not directly affected, it leads not only to greater cooperation but also 
to the emergence of a set of strictures, something akin to a social norm. This paper also shows 
how the idea of social sanctions can be formalized. 

®The repeated-game approach suggests that one’s understanding of the other’s long-term 
self-interests may help one to “trust”? the other and not succumb to certain short-term 
temptations. However, there is more to trust than rational calculation (Williamson 1993). To the 
extent that this calculative trust is important, the theory of repeated games can provide useful 
insights. . 
*Cultural capital refers to one’s cultural features and social backgrounds (such as 
language, accent, manners, social conduct etc.) that influence one’s advance in life. Obviously, 
the concepts of social and cultural capital are closely interrelated. 
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their interests is however not new. A macro-aggregative perspective of social 
capital, as may be recalled, is to be found in the recent works of authors such as 
Putnam who view it as an attribute of social organization. Putnam (2000) also 
makes a further taxonomic distinction between two types of social capital— 
bonding and bridging. Bonding social capital that connects people of similar 
backgrounds fosters denser social networks while bridging social capital that con- 
nects people of dissimilar backgrounds creates larger networks. Notwithstanding 
this taxonomic refinement and the heuristic appeal for the idea of social capital as 
a form of capital, the argument is yet to win many converts in social sciences, par- 
ticularly among economists. 

At first blush, social capital may seem like a natural complement to the con- 
cepts of physical and human capital. However, analytically this extension is far 
from straightforward—and throws up serious conceptual incongruities. To Solow 
(2000, 6), “it is an attempt to gain conviction from a bad analogy.” And Arrow 
(2000) calls for an outright abandonment of the capital metaphor and the term so- 
cial capital. To him, capital has three important characteristics: (i) capital has a 
time dimension; (ii) it requires deliberate sacrifice of the present for future benefit; 
and (iii) it is “alienable”’—that is, its ownership can be transferred from one person 
to another. According to Arrow, social capital may have a time dimension similar 
to physical capital—for example, reputation or trust takes time to develop and 
hence it satisfies (i). However, social capital does not necessarily entail any mate- 
rial sacrifice,"’ and hence does not generally satisfy (ii). And finally, in most 
cases, it is difficult—as with human capital—to change the ownership of social 
capital,” and hence does not satisfy (iii). All this would suggest that conceptually, 
social capital falls short of being a form of capital. 

And of course, this conceptual criticism applies as much to social capital in 
general as to Putnam’s taxonomic innovation regarding bridging and bonding 
social capital. In this connection, Fischer (2001, 3) rightly notes that Putnam’s use 
of such metaphors, as “bridging” and “binding” social capital is somewhat infe- 
licitous as “both terms are more suited to a metaphor around ‘ties’ than around 
“capital.” 


10 As Portes (1998) notes, a similar perspective can be found in sociology in the classical 
analysis of social exchange by Simmel, which has resurfaced more recently in the works of 
authors of the rational action school such as Coleman and Schiff. 

HWhile some aspects of social capital are costly to acquire, others do not entail any 
material sacrifice. The latter category includes membership of religious and ethnic groups, the 
nobility one is born into, and individuals’ inherent social skills and charisma. 

The problem of alienability in social capital has been expressed most starkly by Fischer 
(2001, 3) who observes: “It (social capital) is a metaphor that misleads: Where can I borrow 
some ‘social capital’? What is the going interest rate? Can I move some of my social capital off- 
shore?” 
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Solow (2000) raises some measurement problems. While physical and hu- 
man capital can be measured and their rate of returns calculated, such rigorous 
measurements are much more problematic in the case of social capital.’ Solow 
cites the example of the East Asian miracle economies and the total factor produc- 
tivity estimates of Kim and Lau, and Collin and Bosworth, and notes that these 
estimates seem to suggest that either there is no special social capital story under- 
lying the Asian success, just conventional production economics, or that social 
capital is precisely what accounts for the ability of these societies to accumulate 
capital and to mobilize skilled labor effectively. He concludes that “either way, 
there is something to look for that is at least capable of being found” (Solow 2000, 
9). In light of these conceptual and measurement problems, many economists are 
reluctant to label social capital as capital." 

In other words, although there is a general consensus that social interactions 
have important influences on economic outcomes, there is not much of a consen- 
sus whether these influences can be—or should be—meaningfully codified into 
such a metaphor as social capital. The situation has been nicely summarized by 
Bowles and Gintis (2002, F420):” - 


Perhaps social capital, like Voltaire’s God, would have to have been 
invented if it did not exist. It may even be a good idea. A good term 
it is not. Capital refers to a thing that can be owned—even a social 
isolate like Robinson Crusoe had an axe and fishing net. By contrast, 
the attributes said to make up social capital describe relationships 
among people. As with other trendy expressions, “social capital” has 


PAs Dasgupta (2000) has noted, there is a serious measurement problem with social 
capital, even if it is assumed that it is a type of capital. To aggregate the different components of 
social capital as networks and norms into a stock of capital, one would require a set of market 
prices associated with different types of social capital. However, these are the commodities 
where market failures are most conspicuous. 

Even many ardent advocates of the concept of social capital concede that social capital 
is not really a form of capital in the strict sense of the term. For example, Ostrom (2000), who 
argues that social capital is a fundamental concept and an essential complement to natural, 
physical, and human capital, notes that social capital is different from other forms of capital in 
some important ways. She identifies four key differences: First, social capital does not wear out 
with use—on the contrary, it erodes from a lack of use. Second, it is not easy to see or measure. 
Third, it is hard to construct through external (for example donor) intervention. Finally, national 
and regional government institutions strongly affect the level and type of social capital available 
to individuals to pursue long-term development efforts. Indeed, these key differences constitute 
the very basis for the Arrow-Solow critique. 

Bowles and Gintis advocate abandoning the term social capital in favor of community 
that “better captures the aspects of good governance that explain social capital’s popularity, as it 
focuses attention on what groups do rather than what people own” (Bowles and Gintis 2002, 
F420). It is noteworthy that a recent volume by Aoki and Hayami (2001) on the subject was 
named, Communities and Markets in Economic Development. 
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attracted so many disparate uses that we think it better to drop the 
term in favor of something more precise. 


IV. TAUTOLOGICAL DEFINITIONS 
AND EXAGGERATION OF BENEFITS 


Much of the existing literature defines social capital in a way that tends to 
exaggerate its beneficial aspects. As Portes (1998) and Durlauf (1999) have noted, 
these definitions confuse its sources with consequences and its existence with 
functions. In other words, the evidence of the existence of social capital is often 
inferred from its positive outcomes. For example, as noted earlier, Coleman 
(1988) defined social capital “by its functions” and Putnam (1995) viewed it in 
terms of “features of social life ... that facilitate cooperation and coordination for 
mutual benefit.” This line of argumentation leads to circuitous reasoning—and ex- 
aggeration of the benefits of social capital. Indeed, social capital has its benefits 
and costs: it is not an unmixed blessing. It can lead to such adverse effects as ex- 
clusions and market distortions, moral hazards, restrictions of individual freedoms, 
and perpetuation of backward norms. The following further elaborates these 
points. 

First, social capital can open up economic opportunities for the members of 
the network. However, these networks can at the same time act as a restrictive de- 
vice and limit entries for those outside the network. Race, ethnicity, religion, 
language or the simple confluence of economic interests is often the basis of many 
such real world market and nonmarket exclusions. As cited by Portes (1998), 
Waldinger (1996) in his study of immigrant labor in New York city notes that en- 
try into jobs in construction and service industries is highly restricted and poor 
blacks cannot secure such jobs for lack of access to the ethnic networks that con- 
trol the recruitment process. Similarly, Bardhan (2002) has noted that in 
developing countries the rural poor are often excluded from publicly provided ser- 
vices because of the capture of the local government. This capture by the local 
elite is facilitated by their social capital that works through “the multiplex inter- 
locking social and economic relationships (that exist) among local influential 
people” (Bardhan 2002, 194). Finally, Smith (1776/1976) was the first to note the 
harmful influence of social networks of merchants in creating market distortions. 
On this, Smith famously stated, 


People of the same trade seldom meet together, even for merriment 
and diversion, but the conversation ends in a conspiracy against the 
public, or in some contrivance to raise prices. It is impossible indeed 
to prevent such meetings, by any law which either could be executed, 
or would be consistent with liberty and justice. But though the law 
cannot hinder people of the same trade from sometimes assembling 
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together, it ought to do nothing to facilitate such assemblies; much 
less to render them necessary (Smith 1776/1976, 232). 


While these “conspiracies” of traders can help the group members to safe- 
guard their economic interests or perpetuate monopoly privileges, they certainly 
do not help the society at large.’® In a similar vein, Olson (1982) also argues that 
the collusion of interest groups leads to unproductive rent-seeking activities and is 
harmful to economic development 

Second, while social capital can provide the much-needed wherewithal for 
innovation and entrepreneurship, it can at the same time lead to individual leth- 
argy and slothfulness. On one hand, social capital can help an entrepreneur in his 
effort to mobilize the much needed capital and information, it can on the other 
hand dilute one’s personal incentive to work hard. Social capital can lead to free 
riding, moral hazard, and the creation of welfare haven. The resources and hard 
work of those who succeed often need to underwrite the indolence and economic 
insolvency of those who fail. Social capital can thus be a safety net that penalizes 
successes and rewards failures. Geertz (1963) offers a concrete illustration from 
Bali where unsuccessful job-hunting and money-seeking kinsmen were found to 
be constantly draining and taxing successful entrepreneurs. Social capital, in con- 
junction with the redistributive social norm of many traditional societies, may 
represent a serious obstacle to accumulation and successful entrepreneurship.” 

Third, while membership of a community has its advantages, it often en- 
forces strict conformity, infringes on individual freedoms, and creates pressures 
for submission to mediocrity. Many independent-minded individuals consider 
these aspects of a community life suffocating—and have attempted to escape them 
for the freedom of a more impersonal urban life. As Hayami (1998) has noted, 
enlightenment philosophers such as Montesqieu considered traditional customs 
and norms as oppressing human minds. These traditional customs and norms, 
needless to emphasize, can have a similar dampening effect on the dynamics of 


Sobel (2002) provides another interesting illustration by using the metaphors of the 
prisoner’s dilemma. When the prisoners cooperate with each other and do not confess they 
receive a brief sentence. This conspiracy of the culprits certainly makes the prisoners better off 
(relative to the equilibrium outcome), but not the rest of the society who would presumably 
want to see the criminals put behind bars. 

In developed countries, social networks can perpetuate a culture of poverty when the 
disadvantaged interact only amongst themselves. Such social networks among the poor are 
usually more efficient at supplying information on welfare eligibility than job availability. They 
also tend to create negative peer pressures—rather than positive role models—to nourish a 
culture of welfare dependency. A recent paper by Bertrand, Luttmer, and Mullainathan (2000) 
provides strong empirical support from the United States (US) in favor of this hypothesis. Their 
careful empirical work confirms the existence of a high degree of correlation between language- 
based social networks in a neighborhood and the extent of welfare dependency among groups 
(which are reliant on welfare). 
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economic development. In his theory of entrepreneurship, Schumpeter (1934 and 
1950) discussed the concept of “industrial mutation”: how entrepreneurship helps 
propel the process of economic development in an evolving market economy. Ac- 
cording to this concept, industrial mutation essentially entails a transition from 
personal capitalism, ensnared by traditional behavior, to rational capitalism, which 
“breaks the crust of convention” and thrives on the impersonal forces of the mar- 
ket. 

Finally, social capital in the form of group membership can be as much a 
cause as a cure for poverty. Certain social and ethnic groups often find themselves 
trapped in a bad equilibrium of norms and values that are inimical to individual 
_ and collective development. A bad equilibrium, once established, is sustained by 
role model and peer group influences. Adhering to such a bad equilibrium is indi- 
vidually rational: it is optimal for individuals to subscribe to such group norms 
because any deviation results in social opprobrium and group retribution and 
hence lower individual welfare. However, the group—as well as the society as a 
whole—is worse off because it produces socially suboptimal behavior (behavior 
that is either destructive or risky). Teenage pregnancy, group crime and drug ad- 
diction are examples of such behavior, which is often sustained through group 
conformity."* When a network or group leads to such a bad equilibrium that sus- 
tains socially harmful norms and values, the members of the network or group and 
the society as a whole would then be better off if such a network or group did not 
exist. 


V. THE PROBLEMS WITH THE EMPIRICS OF SOCIAL CAPITAL 


A sizeable empirical literature on social capital has emerged in recent years. 
A high-profile work that has brought social capital to the doorstep of the wider 
policy community, particularly in developed countries, is Putnam’s (2000) much- 
celebrated book, Bowling Alone: The Collapse and Revival of American Commu- 
nity.” In this book, Putnam attributes a whole variety of social ills in the US 
today—-from declining voting participation to increasing crime rates to shrinking 
philanthropy—to lack of social capital. While the book puts forward an interesting 


184 recent article in the The New Your Times (Songtag 2003) provides a poignant account 
of the failures of the Cambodian-American immigrants as an ethnic group who seem to be 
caught in a vicious circle of suboptimal outcomes. In particular, the story of Many Chout Uch, a 
gang member who faces deportation for crime, offers perceptive insights into the features of the 
community-~its existing structure and group dynamic—that contains in itself the logic of such 
dire social failures. 

This book is a grandiose elaboration of his thesis contained in the earlier shorter article, 
Putnam (1995). 
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hypothesis” and culls together an impressive body of evidence, its empirical 
analysis remains rudimentary” and its discussion of policy somewhat cavalier. 
Notwithstanding these deficiencies, the important contribution of this work has 
been to stimulate research on social capital and its role in redressing social and 
economic problems. ) 

Social capital has also been gaining popularity as a concept for analyzing 
the socioeconomic problems of developing countries. The emerging literature fol- 
lows three major strands. The first strand deals with the link between economic 
growth and social capital. Some of the notable studies in this regard include 
Knack and Keefer (1997), Zak and Knack (2001), Collier and Gunning (1999), 
Easterly and Levin (1997), and Rodrik (1998). The first two papers confirm, in the 
context of cross-country growth regressions, the relationship between economic 
performances and trust in people. The last three studies argue that ethnically het- 
erogeneous societies (implying lower level of social capital) are slow to growth or 
to adjust to external shocks.” 

The second strand deals with the issue how social capital can substitute for 
missing capital and insurance markets. The contributions in this area include van 
Bastelaer (2000); Goldstein, DeJanvry, and Sadoulet (2001); Fafchamps and Lund 
(2003); and Morduch and Sicular (2001). The first study highlights the role of ex- 
isting social capital ties in improving the poor’s access to social capital. In group 
lending schemes, social ties among borrowers can help reduce transaction costs of 
screening, monitoring, and enforcement. The study by Goldstein, DeJanvry, and 
Sadoulet highlights the role of social capital as a social safety net mechanism in 
Ghana and identifies the factors that help shape the social connection that under- 


2A number of authors—for example, Paxton (1999) and Ladd (1996)—have contested 
the claim that there has been a decline in social capital in the United States. 

*I\fuch of the analysis is conducted in terms of bivariate graphical representation, which, 
as is well known, cannot distinguish between correlation and causality. The study also reports 
some multivariate regression results that seem to be marred by problems of omitted variables 
and unobserved heterogeneity. 

22 An interesting qualitative study that explores the relationship between trust and 
macroeconomic performance is Fukayama (1995). In this study, Fukayama classifies countries 
into low trust and high trust countries. According to his assessment, Germany, Japan, and US 
are high trust countries whereas PRC; France; Hong Kong, China; Italy; Republic of Korea; and 
Taipei,China are low trust countries. He argues that high trust countries have greater economic 
success as they can implement more efficient organizational innovations. When trust is limited 
to families, the supply of capital and qualified managers remains constrained, and this in turn 
restricts the scale of private family firms. While the basic hypothesis of Fukayama seems 
plausible, his classification of countries based on trust is highly impressionistic as is his much- 
vaunted empirical relationship between trusts and economic performance. As the recent record 
of economic performance of nations indicates, some of his low trust countries have made 
remarkable organizational innovations and registered stellar economic performance (for 
example, the PRC) whereas some of his high trust countries seem to be mired in near perpetual 
economic stagnation (for example, Japan). 


THE PUZZLE OF SOCIAL CAPITAL 
A CRITICAL REVIEW 33 


pins the insurance mechanism. The Fafchamps-Lund study analyzes the role of 
networks of friends and relatives in providing mutual insurance in the Philippines. 
The final study by Morduch and Sincular (2001) analyzes the effectiveness of so- 
cial capital as a risk-sharing mechanism in rural People’s Republic of China 
(PRC) in the postreform period. 

The third strand deals with the issue how social capital can help circumvent 
the collective action problem in the provision of local public goods. These studies 
include Ostrom (2000); Ostrom, Gardner, and Walker (1994); Bardhan (2001); 
Kikuchi, Fujita, and Hayami (2001); and Otsuka and Tachibana (2001). In their 
study of the irrigations system in developing countries, Ostrom and her collabora- 
tors analyze how social capital has been helpful in eliciting cooperation among 
farmers, evolving a common norm of behavior, and circumventing collective ac- 
tions problems. The studies by Bardhan (2001) on the irrigation communities in 
South India; by Kikuchi, Fujita, and Hayami on the irrigation system in the Phil- 
ippines; and by Otsuka and Tachibana (2001) on the community forestry in Nepal 
all offer interesting illustrations of the importance of social capital in the manage- 
ment of community resources. 

As a cursory review of the empirical literature on social capital would sug- 
gest, the literature is diverse in terms of methodology and the degree of analytical 
sophistication. Some of it is descriptive—and does little beyond suggesting the 
importance of social capital (in whatever sense the term is defined in the particular 
context), Some of it is more quantitative, often involving regression-type analysis. 
However, a large segment of this quantitative literature suffers from various tech- 
nical, econometric problems. 

In a recent paper, Durlauf (2002) examines the estimation problems that are 
common to the social capital literature. While many of these problems are, at some 
level, endemic to a wide body of the empirical studies, they seem to be particu- 
larly serious for the social capital literature. In the words of Durlauf (2002, F474): 


The empirical social capital literature seems to be particularly 
plagued by vague definition of concepts, poorly measured data, ab- 
sence of appropriate exchangeability conditions, and lack of 
information necessary to make identification claims plausible. These 
problems are particularly important for social capital contexts as so- 
cial capital arguments depend on underlying psychological and 
sociological relations that are difficult to quantify, let alone measure. 


Further discussing these problems, Durlauf notes in the context of three 
benchmark empirical studies” three sets of estimation issues. First, social capital 


The putative rationale for choosing these three studies has been that they are well 
regarded in the social science literature and analyze the social capital issues in different 


34 ASIAN DEVELOPMENT REVIEW 


studies often fail to distinguish between social and nonsocial-capital effects that 
arise from group membership. However, this problem of identification is not re- 
solved by incorporating a full range of alternative group influences; it requires a 
clear definition of social capital and conceptualization of the underlying causal 
process. Second, social capital proxies are often endogenous and this requires the 
use of instrumental variables based on ad hoc exogeneity assumption. However, 
constructing credible instrumental variables in this type of regression requires a 
theory of the determinants of social capital. Third, social capital regression exer- 
cises rely on untenable comparability assumptions.” That is, the analysis assumes 
that the regression uses comparable objects as observations. This problem is par- 
ticularly serious in aggregative growth regression studies.” In light of these 
problems, Durlauf suggests that empirical analyses on social capital need to step 
back from “grandiose approaches” and limit themselves to more specific socio- 
logical dimensions of individual behavior and rely on the use of more 
experimental data. 


VI. CONCLUDING REMARKS 


As the foregoing discussion suggests, social capital has come to signify dif- 
ferent things to different authors. Given the wide diversity of notions associated 
with the term social capital, the concept has remained largely amorphous and 
lacks the clarity and precision required of a concept to be used for rigorous em- 
pirical work. 


contexts: one at the individual level in the US, another at the individual level in a developing 
country, and still another at the national level, involving cross-country regression analysis. 
Furstenberg and Hughes (1995) explore, with data from Baltimore (US), how the probability of 
an individual dropping out of school is related to social capital factors such as the presence of a 
father in the household and the educational aspirations of the person’s friends. Narayan and 
Pritchett (1999) examine the role of social capital in the form of membership of groups in 
influencing household outcomes in rural Tanzania. Finally, Knack and Keefer (1997) examine 
in the context of a cross-country regression framework the impact of social capital—such as 
civic cooperation and trust—on economic growth. 

4 As quoted by Durlauf (2002), Draper et al. (1993, 1) describes the importance of 
exchangeability in empirical exercises in the following manner: “Statistical methods are 
concerned with combining information from different observational units and with making 
inferences from the resulting summaries to perspective measurements on the same or other 
units. These operations will be useful only when the units to be combined are judged to be 
similar (comparable or homogenous).” 

As is now widely known, results of cross-country growth regressions are often 
extremely fragile. These types of exercises have been subject to considerable criticism by both 
economic theorists and econometricians. Growth theorists find the empirical equations ad hoc 
without any sound analytical basis, while econometricians complain about the various technical 
econometric problems—-such as unobserved fixed effects, measurement errors, endogeneity, 
parameter heterogeneity etc_—that sully the effort. See Quibria (2002) for further details on this. 
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Notwithstanding this limitation, recent years have seen a mushrooming of a 
literature that applies many different notions of social capital to analyze many di- 
verse economic and social issues. Despite its exaggerated claims, as Portes and 
Landolt (1996) rightly note, much of this literature does not go beyond calling at- 
tention to “the possible individual and family benefits of sociability” or “a 
nuanced understanding of the pros and cons of groups and communities.” The pol- 
icy conclusions are often very banal.” Durlauf (2002, F459) is even more stark in 
his criticism of the empirics of social capital when he asserts that “whether these 
(social capital) studies establish the empirical importance of social capital in un- 
derstanding the various socio-economic outcomes, my conclusion is no.” These 
assessments are obviously neither very salutary nor do they provide a clean bill of 
health regarding the state of quantitative empirical research in this area. 

To move the literature forward, it would be useful first to get the concept 
right. It should begin with the acknowledgement that there is no single entity 
called social capital, but many distinct notions—such as trusts, norms, culture, 
community, and networks—highlighting different aspects of nonmarket social in- 
teractions. It is heartening to note that recent works in this area, particularly in 
economics, seem to reflect this heterogeneity of perspectives, focusing on differ- 
ent aspects of social interactions and drawing distinctly different analytical and 
policy implications. However, to avoid confusion and to achieve greater analytical 
traction and empirical understanding, social capital studies need to proceed with a 
clear definition of the specific notion of social capital being applied.” 

As noted earlier, despite the recent proliferation of studies in social capital, 
this has not been accompanied by a commensurate increase in analytical rigor. 
Analytical rigor does not necessarily mean heavy reliance on quantitative meth- 
ods. Historical and qualitative studies can be as much rigorous and informative 
about the underlying social capital mechanisms as the regression studies that are 
the bread and butter of economists. Indeed, there are certain questions that are bet- 


*6'n a recent paper, Costa and Kahn (2003) surveys the proliferating economic literature 
on the determinants of civic engagement in a community. This survey covers about 15 studies 
encompassing different nations, different social capital measures, and different time periods. 
The central policy message that emerges from this survey, as the authors report, is 
“heterogeneity reduces civic engagement.” This message, which should surprise nobody, 
provides precious little guidance for policies. As much of the heterogeneity takes the form of 
ethnic and racial diversity, it is not amenable to policy manipulation—except by odious political 
means! Hence, this type of message is cold comfort to real world policymakers! 

?This definition is important to guide empirical analysis—in particular, its choice of the 
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social-capital indicator. Different social-capital indicators—even if we assume they are 
interconnected and reflect the different attributes of the underlying social-capital process—do 
not move in sympathy. Fischer (2001) examines seven indicators of social capital—trusting 
most people, church attendance, belonging to organizations, socializing with neighbors, 
socializing with friends outside the neighborhood, and giving money to charity—from the 
General Social Surveys (1972-1999) and finds little coherence among them. The different 
indicators often display little correlation, and they even sometimes exhibit opposite trends. 
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ter addressed in broad qualitative terms than others, which may require greater re- 
liance on the quantitative approach. However, the success of the quantitative 
studies depends on the availability of the relevant and reliable data. 

Measuring social capital, which is often vested in such entities as trust, 
community, peer pressure, role models, and networks, is difficult. The task be- 
comes doubly difficult if this measurement needs to incorporate both quality and 
quantity. However, further progress with the empirical analysis of social capital is 
inextricably connected with the availability of better quality data. However, this is 
not easily obtained. Data on social capital have been sourced in a number of dif- 
ferent ways. First, surveys of perceptions can be a major source. However, they 
are often an imperfect source, as the respondents to surveys have no incentive to 
answer honestly or carefully.” Second, the standard practice in empirical social 
sciences including economics is to infer the nature of economic and social interac- 
tions from observations of outcome data. However, such outcome data have 
limited ability to discriminate among alternative hypotheses regarding the under- 
lying processes.” Finally, economic experiments can be an important source of 
data on social capital. As social capital concepts relate to social interactions in- 
volving subjective processes, it is therefore only natural that social capital studies 
rely considerably on experimental and subjective data. However, this is something 
that until recently, with perhaps the exception of social psychologists,” aroused 
very little enthusiasm among economists and other social scientists. 
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These results include: trusting behavior and trustworthiness rise with social connections and 
decrease with differences in race and nationalities; while certain individuals appear to be 
persistently more trusting, they do not reveal that they are more trusting in their surveys: and 
people behave in a more trustworthy manner toward individuals of higher social status. What is 
to be noted is the difference between the survey and the experimental results. 
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From the Washington Consensus 
to the Post- Washington Consensus: 
Retrospect and Prospect 


YUJIRO HAYAMI 


The past two decades have witnessed major changes in the paradigm of 
international development assistance. During the 1980s the import-substitution 
industrialization strategy (ISI) advocating for government market interventions 
to promote large-scale modern industries gave way to a new paradigm referred 
to as the Washington Consensus, which identified the market as a universally 
efficient mechanism to allocate scarce resources and promote economic 
growth. Scarcely a decade later, in the mid-1990s, the Washington Consensus 
was replaced by a contrasting paradigm called the Post- Washington Consensus. 
It emphasized the need for different institutions in different economies and 
recognized cases in which government market interventions can play a positive 
role. The post-Washington Consensus focused on poverty reduction, 
emphasizing the need for delivery to the poor of social services, such as 
education and health care, by government and civil society. Sustainability of 
this approach is questioned, however, because of its relative neglect on the 
provision of production-oriented infrastructure and services needed to supply 
profitable work opportunities for poor people. 


I. INTRODUCTION 


The 1980s to the 1990s witnessed major changes in the paradigm of interna- 
tional development assistance. For the first three decades since developing 
economies achieved independence after the Second World War (1950s-1970s), 
their development policy had been dominated by an import-substitution industri- 
alization strategy (ISI) advocating for the promotion of large-scale modern 
industries by means of strong government interventions in the market, such as 
trade protection, directed credits, and subsidies. In the 1980s this paradigm gave 
way to a new paradigm referred to as the Washington Consensus. This new para- 
digm identified the market as a universally efficient mechanism for allocating 
scarce resources and promoting economic growth. Under its influence, interna- 
tional financial institutions, particularly the International Monetary Fund (IMF) 
and the World Bank, actively encouraged governments to dismantle market con- 


Yujiro Hayami is Graduate Faculty Chairman, Foundation for Advanced Studies on International 
Development; and Adjunct Professor, National Graduate Institute for Policy Studies, Tokyo. He wishes to 
thank Suzanne Akiyama for assistance in obtaining data and information for the preparation of this paper. 


Asian Development Review, vol. 20, no. 2, pp. 40-65 © 2003 Asian Development Bank 


FROM THE WASHINGTON CONSENSUS TO THE POST- WASHINGTON CONSENSUS: 
RETROSPECT AND PROSPECT 41 


trols. Barely a decade later, in the mid-1990s, the Washington Consensus was re- 
placed by a contrasting paradigm called the post-Washington Consensus. It 
emphasized the need for various institutions in different economies and recog- 
nized cases in which market intervention by the government can play a positive 
role. The Post-Washington Consensus focused on poverty reduction, emphasizing 
the need for delivery by government and civil society of social services to the poor 
such as education and health care, and advocaing for the initiative (“ownership”) 
of aid-receiving communities. 

This paper aims to review the process of this paradigm change in the past 
two decades, identifying the forces underlying that shift. It attempts to assess the 
effects on developing economies—in terms of both economic growth and poverty 
reduction—in the past and for the future. Following this introduction, Sections II 
and II, respectively, outline the two major developments that cast doubts on the 
validity of the Washington Consensus approach, namely, recurrent economic cri- 
ses in Latin America and the financial crisis in East Asia during the 1990s. Section 
IV examines the validity of criticisms on the Washington Consensus approach ad- 
vanced from the Post-Washington Consensus side. Section V discusses 
implications to developing economies of adopting poverty reduction as an imme- 
diate objective of international development assistance under the influence of the 
Post-Washington Consensus. Finally, Section VI concludes the paper with some 
projections on possible paradigm changes in the future. 


H. STRUCTURAL ADJUSTMENT POLICIES 
AND LATIN AMERICAN CRISES 


Although the defects of the government-led ISI strategy increasingly be- 
came evident through the 1960s and 1970s, the decisive impetus to demolishing 
this paradigm sprung from the economic crisis of natural resource-based econo- 
mies, especially in Latin America, following the collapse of the second oil boom 
in 1981. To overcome the crisis of accumulating external debt corresponding to 
sharply decreasing world market prices for primary commodities and increasing 
interest rates, the International Monetary Fund (IMF) and the World Bank began 
from the early 1980s to stipulate market-oriented reforms by the governments of 
developing economies as a condition for granting credit. This approach is called 
“structural adjustment policy” (SAP). 

By the beginning of the 1990s the doctrine of neoclassical market liberalism 
had become an established paradigm in the international development assistance 
community. Known popularly as the Washington consensus, it advocated the free 
market as the controlling mechanism for economic activities—except for the sup- 
ply of public goods—including sound macroeconomic management. Supremacy 
of this doctrine, however, was short-lived. Its adequacy as a guiding principle of 
development policies began to be seriously questioned already in the 1990s. The 
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criticism stemmed from several observations: (i) that Latin American economies 
were not able to sustain economic growth after their recovery from the debt crisis; 
(ii) that East Asian economies were plunged into crisis in the late 1990s due to a 
major disruption in regional financial markets; and (iii) that SAP had failed to 
achieve economic growth and reduced poverty in low-income economies, espe- 
cially in Africa. 

This section investigates the mechanism of recurrent crises in Latin Amer- 
ica. First the case of Chile, which took the lead in the SAP reform in Latin 
America, is examined in some detail. Following that, the experiences of Mexico 
and Argentina are explored. 


A. Chile: Setting the Stage for Reforms in Latin America 


Chile attempted reform as early as the mid-1970s in order to cope with the 
economic and political crisis created by the socialist policies of the Salvador 
Allende administration (1970-1973). The military government of Augusto Pino- 
chet (1973-1989) attempted to cut the budget, liberalize trade, and reduce 
domestic regulations. As a result of its efforts, the rate of inflation that had ex- 
ceeded 500 percent per year was reduced to double digits by 1977. Economic 
activity initially dropped due to the deflationary policy but soon recovered with 
the expansion of exports and the inflow of foreign capital. Chile was able to 
achieve a gross domestic product (GDP)growth rate as high as 8 percent per year 
for 1977-1981 (Balassa 1985, Kohama 1995, Corbo 1997). 

However, the Chilean economy was hit again by crisis in 1982, correspond- 
ing to the collapse of the second oil boom. This crisis stemmed partly from a 
slump in the international copper market, but more importantly, from incomplete 
deregulation. Because a fixed exchange rate was maintained while the inflation 
rate was higher than 30 percent per year, overvaluation of the local currency oc- 
curred, resulting in depressed exports and expanded imports. The double-digit 
inflation continued despite the government’s deflationary policy because the wage 
indexation determining wage hikes, corresponding to past inflation rates, was 
maintained as a remnant of the populist system (Cardoso and Helwege 1992, 162- 
6). Despite a worsened balance of trade, the Chilean economy was able to grow so 
long as foreign capital flowed in. Inevitably, however, economic activity shrunk 
precipitously as capital flight began under the expectation of currency devaluation 
corresponding to accumulated outstanding external debts (Balassa 1985). 

To cope with the 1982 crisis, Chile accepted conditionalities on loans from 
the World Bank and IMF and pushed forward structural adjustments such as cur- 
rency devaluation, deregulation, and privatization of state enterprises. The Chilean 
economy began to recover from 1984 and has been on a track of sustained growth 
(Corbo and Fischer 1995, 2894-903) through the 1990s. The exchange rate has 
been flexible within a crawling band since 1985. A policy orientation toward bal- 
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anced budgets and market liberalization has been maintained under the civilian 
government since 1989, While expenditures for education and social welfare pro- 
gram have increased, the tax basis has been strengthened by such means as a value 
added tax. As a result, not only was stable macroeconomic growth achieved, but 
growth in agriculture and small- and medium-scale industries (such as farm- 
product-processing), which had been suppressed under the import substitution in- 
dustrialization policy, was realized (Imai 1991, Yanagihara 1991). 

Following on the example set by Chile, a number of Latin American 

economies, including Argentina, Bolivia, Mexico, and Peru, undertook structural 
adjustment reforms under World Bank and IMF conditionalities. These reforms, 
together with the international efforts to restructure the debts of defaulting coun- 
tries by such arrangements as the debt-equity swap (the Brady Plan), were 
somehow able to quell the decade-long Latin American crisis. Especially notewor- 
thy at that time was Argentina, which began to undertake reform aimed at 
economic stabilization and liberalization in 1991 under the regime of President 
Carlos Menem. According to the design of Economic Minister Domingo Cavailo, 
the domestic currency was pegged to the US dollar with the result of reducing the 
inflation rate from as high as 4000 percent per year in 1990 to the one digit level 
within three years. This price stabilization, together with the various measures of 
liberalization and privatization, was able to set Argentina on the track to economic 
recovery. 
Thus, in the early 1990s an optimistic view prevailed that Latin American 
economies were firmly set on the track of sustained high economic growth. Within 
the decade that followed, however, this optimism met deep disappointment upon 
the re-emergence of recurrent crises and slow growth (Kuczynski and Williamson 
2003). It is regrettable but interesting to note that soon after the Latin American 
economies became confident of having recovered from the debt crisis, they were 
beset by new crises caused by mismanagement of macroeconomic fundamentals 
similar to that experienced by Chile following on the success of its earlier reforms 
in the 1970s. Such recurrent crises can typically be observed in Argentina and 
Mexico. 


B. Mexico: The Tequila Crisis 


The new crisis hit Mexico in 1994-1995 and is commonly referred to as the 
Tequila Crisis. During the “Lost Decade” of the 1980s, Mexico shared, in com- 
mon with other Latin American economies, high inflation, economic stagnation, 
and accumulated external debt. The crisis situation in the 1980s had forced Mex- 
ico to undertake structural reform necessitating a tight fiscal policy, a fixed 
exchange rate pegged to the US dollar, and liberalization in international trade and 
capital movement. By the beginning of the 1990s the positive effects of these poli- 
cies became manifested in lowered inflation rates and improved current account 
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balance. The ensuing economic growth was augmented by increases in foreign di- 
rect investment with the prospect of Mexico’s joining the North American Free 
Trade Agreement (NAFTA). 

The problem was that the Mexican government tried to expand fiscal ex- 
penditure to attract popular votes in the upcoming presidential election, with the 
effect of overheating the already rising economy. To achieve this fiscal expansion, 
the government issued a large amount of short-term bonds denominated in US dol- 
lars (tesobonos). Subsequent increased deficits in both fiscal balance and current 
account balance under the prevailing pre-election political uncertainty raised fear 
among foreign investors of possible default by the Mexican government. In 1994 
they hurried to recover short-term loans and began the speculative sale of Mexican 
currency. By year’s end the country’s foreign currency reserve was exhausted to 
the point that a currency devaluation and a shift from a fixed to a floating ex- 
change rate became inevitable. Contraction in both private credit and public 
expenditure reduced the real GDP growth rate from 5 percent per year in 1994 to 
minus 6 percent in 1995. 

However, the recovery of the Mexican economy was surprisingly fast with 
real GDP rising at the rate of 6 percent within 1996, more than compensating for 
the 1995 drop. This quick recovery owed much to a large-scale international syn- 
dicated loan organized under the lead of the IMF and the United States that 
succeeded in preventing the country from defaulting. In addition, the depreciation 
of the peso improved the competitive strength of Mexican products in the world 
market, coinciding with an increased demand for imports by the US whose econ- 
omy began booming during this period. Furthermore, the formation of NAFTA in 
1994 enabled Mexico to capture a greater share of US imports. In short, the poli- 
cies prescribed by the IMF were successful, resulting in a V-shaped recovery of 
the Mexican economy. This occurred, however, in an exceptionally favorable in- 
ternational economic and political environment. Success from the same policies in 
a different environment cannot be guaranteed. 


C. Argentina: The Collapse of a Paragon 


The collapse of the Argentine economy in 2001 represents a great disap- 
pointment to the advocates of SAP. Indeed, for nearly a decade preceding this 
collapse Argentina had been applauded as a paragon of SAP reform (Mussa 2002). 
Following the dramatic success of controlling the hyperinflation of the Lost Dec- 
ade within the first three years of the 1991 reform, Argentina’s real GDP advanced 
at an average rate of 4.4 percent per year between 1993 and 1998, even including 
a significant setback in 1995 due to the influence of the tequila crisis in Mexico. 

The core of the policy package that led to this success was the Convertibil- 
ity Plan in which the Argentine peso was pegged to the US dollar at a one-to-one 
exchange rate. This dollar peg was very rigid, because the Convertibility Plan fol- 
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lowed the so-called “currency board system” by which the central bank is allowed 
to issue domestic currency at an amount equal to the foreign currency reserves. 
This Plan was very effective in killing hyperinflation. The associated elimination 
of risk from exchange rate changes was effective also in attracting loans and in- 
vestments from abroad. Foreign capital inflows were further facilitated by 
liberalization of trade and foreign direct investment as well as privatization, in 
which many state enterprises were sold to foreign companies (Cavallo and Cottani 
1997). 

Despite its proven effectiveness as an emergency measure to cope with 
hyperinflation, the long-run sustainability of the Convertibility Plan was ques- 
tioned. Though the rate of inflation in Argentina was greatly reduced as compared 
with the 1980s, it continued to be higher than in the United States in the 1990s. 
Progressive overvaluation of the peso weakened the competitive position of Ar- 
gentine industries, worsening the balance of trade and increasing unemployment. 
Underlying this deterioration was the revival of Argentina’s traditional disease— 
lack of governmental fiscal discipline—-compromising its successful economic re- 
covery and growth. The consolidated government budget deficit for Argentina, 
including both central and local governments, increased from near zero in 1993 to 
exceed 2 percent of GDP in 1998. Meanwhile, the total public debt rose from 29 
to 41 percent of GDP, much of it financed by the sale of government bonds to for- 
eign investors in a process similar to the process that resulted in the debt crisis in 
the 1980s. On the demand side, the pressure of populism for budget expansion 
continued strong and hard to resist, especially when President Menem was intend- 
ing to revise the constitution so that he could run for a third term. On the supply 
side, the government was able to sell its bonds in the international financial mar- 
ket at favorable terms because of high credibility accorded to Argentina for the 
success in its SAP reform. 

The weakened fiscal discipline was more serious than revealed by the data 
of public debt from 1993 to 1988. During this period the government received a 
fair amount of revenue from the sale of public enterprises, but that was not a per- 
manent source of income. Also, the government’s cost of servicing outstanding 
foreign debts was reduced temporarily during this period because much of the debt 
service payment was postponed to later periods as a part of the Brady Plan. The 
Argentine government failed to take advantage of this opportunity to reduce ex- 
ternal debts, instead, it expanded expenditures by borrowing more from abroad. 
Ironically, the high economic growth fueled by government expenditures in- 
creased the confidence in Argentina of the international financial market, and 
thereby eased external financing of the government’s budget deficit. In hindsight, 
it is clear that economic growth based on such precarious ground could hardly be 
sustained. Yet, after Argentina successfully avoided the contagion of the tequila 
crisis in 1995 and proved resistant to the effects of the 1997-1998 financial crisis 
in East Asia, it established itself as a remarkable success case of SAP reform, that 
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President Menem was accorded the honor of delivering a triumphal address to the 
Plenary Session of the Joint IMF-World Bank Annual Meetings in Washington, D. 
C. in October 1998. 

Almost immediately after this pinnacle, the Argentine economy began to 
roll downhill with a serious recession setting in from 1999. Expansion of govern- 
ment spending, an important support of the 1996-1998 economic boom, came to a 
halt. Revenue from the sale of state enterprises diminished as planned privatiza- 
tion came closer to completion. Meanwhile debt service payments on sovereign 
bonds, postponed to later years under the Brady Plan, were bound to increase over 
time. The central government’s payments on external debts rose from US$2.6 bil- 
lion in 1993 to $6.5 billion in 1998 (Mussa 2002, 14). Squeezed between reduced 
nonrecurrent revenues and increased debt-service obligations, the government was 
forced to borrow even more from abroad in the face of insurmountable domestic 
resistance to budget cuts. Increasing government debt relative to GDP under a 
worsening economic slump stirred anxiety among Argentina’s foreign investors 
whose memory of that country’s default in the previous crisis was still fresh. Con- 
sequently, the inflow of external credit narrowed as reflected in sharp increases in 
the interest charged from late 2000 on newly issued government bonds. An at- 
tempt by Economic Minister Ricardo Lopez-Murphy to reduce public spending 
was not only opposed by the Peronist-dominated congress but was also not sup- 
ported by President Ferdinand de la Rua. 

By 2001 it had become obvious that the Convertibility Plan could not be 
maintained. While Domingo Cavallo, who was re-appointed as Economic Minister 
after Lopez-Murphy’s resignation, tried to salvage it through emergency modifica- 
tions, depositors ran to banks to withdraw their savings in dollars. In November 
the bank run escalated and the foreign currency reserves were quickly exhausted, 
forcing the termination of the dollar-peg system. The government ordered a bank 
holiday and reopened them with a limitation on cash withdrawals. Infuriated de- 
positors triggered riots, which swept the country and resulted in the downfall of 
the de la Rua regime in December. Economic stagnation set in and social and po- 
litical instability became prolonged, with still no visible sign of recovery by 2003. 


D. The Cycles of Crisis 


The cycles of the three economies in Latin America, moving from Crisis to 
crisis as reviewed above, is striking in their similarity. All three cases, including 
the first cycle of Chile’s reform (from recovery in the late 1970s to bust in the 
early 1980s) involved fixed exchange rates, or pegging the domestic currency to 
the US dollar as a principal instrument to counter hyperinflation. This fixing of 
exchange rates simultaneously with efforts to balance the government budget 
proved extremely effective in killing hyperinflation within a short period. How- 
ever, as the immediate crisis was resolved and economic recovery proceeded, 
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fiscal discipline tended to weaken, resulting in a widening of the government’s 
budgetary deficit. Given the low domestic saving rate in Latin America, much of 
the budget deficit was financed by borrowing from abroad. At the same time, pres- 
sure from the increased government spending caused aggregate demand to exceed 
supply. The resulting inflation relative to that of the United States appreciated the 
real rate of foreign exchange and increased the balance of trade deficit. External 
debts accumulated as an inevitable consequence of financing the dual deficits of 
current account and government budget, causing credibility in the international fi- 
nancial market to be lost to the point that the inflow of foreign capital stopped. It 
became difficult for the government to finance the budget deficit from external 
credits, forcing it to print more money to close the gap. 

From this point, a vicious circle ensued: from accelerated inflation to in- 
creased overvaluation of domestic currency; to reduced exports and increased 
imports; to worsened recession and unemployment; and to the further narrowing 
of credit inflow. At that stage, capital flight and currency speculation flared up 
and forced termination of the dollar-peg system, involving not only economic but 
also social and political crises. 

One obvious factor underlying these recurrent crises, emerging along such a 
common policy cycle, was prolonged adherence to the fixed exchange rate after 
hyperinflation was successfully contained. A more fundamental factor, however, 
was a lack of fiscal discipline under populism, which seems to be strongly affect- 
ing the minds of Latin American people as a kind of social norm. 


HI. THE FINANCIAL CRISIS IN EAST ASIA 


The so-called “high-performing economies” of East Asia, which had been 
widely hailed as miraculous (World Bank 1993), were suddenly attacked in 1997 
by a storm of financial disruption followed by sharp contractions in their GDP. 
Even though strong government interventions for the promotion of target indus- 
tries had distinguished these economies from the neoclassical paradigm, their 
rapid economic growth was associated with significant progress in liberalizing 
foreign trade and international financial transactions. As such, the sudden setback 
of these economies cast doubt on the effectiveness and sustainability of market- 
based development under globalization. 


A. Structure of the Capital Account Crisis 


Unlike Latin America, the high-performing East Asian economies were 
characterized by high domestic saving rates and sound fiscal management so that 
they were insulated from the dangers of government accumulated external debt 
and eventual insolvency. The Asian crisis occurred because there was a sudden re- 
call of loans from foreign creditors. These recalls created a liquidity shortage in 
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private banks and firms to meet increased debt-service obligations. Unlike in Latin 
America, where changes in the current account balance induced changes in the 
capital account balance, in Asia it was the changes in the capital account owing to 
the herd behavior of foreign creditors that induced changes in the current account. 
For this reason, the Asian crisis is appropriately called a “capital account crisis”, 
in contrast to the “current account crisis” of Latin America (Yoshitomi and Ohno 
1999, Yoshitomi and ADBI Staff 2003). By its nature this situation is similar to a 
“bank run”, in which depositors, panicked by the rumor of their bank’s imminent 
insolvency, swarm to withdraw their deposits, forcing bankruptcy from a liquidity 
shortage even though the bank may actually be soundly managed, solvent, and 
earning sufficient profits to meet debt services to depositors under normal condi- 
tions.’ Since the classic work of Kindleberger (1978), it has been known that 
economies with an open capital account are vulnerable to this kind of crisis. But 
how did it occur in East Asia in 1997 and on such a regionwide scale? 

The “miracle” growth of East Asia had been supported, to a significant de- 
gree, by large inflows of foreign capital. Out of their own wish to further capital 
inflows, together with the demands of the IMF and the US Department of the 
Treasury, the East Asian governments began to liberalize financial transactions 
from abroad from the early 1990s. Most boldly, Thailand opened an offshore mar- 
ket called the Bangkok International Banking Facility (BIBF). Ordinarily the 
offshore market is an institution to mediate financial transactions among nonresi- 
dents. Nevertheless, residents of Thailand were allowed to participate in the BIBF. 
Given the large spreads in interest rates between Thailand and high-income 
economies, domestic banks rushed to borrow from foreign banks in order to lend 
to domestic firms, either directly or through nonbank financial companies. Indone- 
sia, Republic of Korea (Korea) and Malaysia did not create similar offshore 
markets, but they liberalized capital imports, prompting domestic banks and non- 
banks to increase borrowing from foreign banks. This process was facilitated by 
the absence of a currency devaluation risk under the de facto dollar-pegged fixed 
exchange rate commonly adopted in these economies.” 


"For the emergence of this kind of crisis, some emphasize the role of accidental shock to 
trigger the panic (Obstfeld 1996), while others emphasize the importance of deterioration in 
economic fundamentals (Krugman 1979). 

"Before the crisis, the domestic currencies of Malaysia and Thailand were pegged to the 
weighted average of several currencies (so-called “currency basket”) but, because the weight of 
the US dollar was dominant in the basket, their exchange rates were virtually fixed to the US 
dollar. In Indonesia and Republic of Korea, the exchange rates were allowed to move only 
within very narrow bands. Before and after the crisis, Hong Kong, China continued to strictly 
peg its currency to a US dollar under the open capital account by adhering to the currency board 
system, in which domestic currency is issued from commercial banks for the pledge of their 
foreign currency reserves. In the crisis period Hong Kong, China suffered a serious recession 
because it was necessary to sharply raise interest rates to defend its currency value. In contrast, 
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Capital imports under the open capital account with fixed exchange rates 
were greatly augmented by optimism, even euphoria, at the prospect of growth in 
East Asian economies. This reaction was due to the exceptionally high economic 
growth of this region over the previous three decades, especially the uninterrupted 
growth over the ten-year period from the mid-1980s. So long as both the lending 
institutions and the borrowing enterprises interpolated past growth into the future, 
the large investment that looked to produce excess capacity relative to current de- 
mand could easily be justified by the expected market expansion. 

It was a common practice in East Asian economies that, when major busi- 
ness enterprises were about to fail, bankruptcy was avoided by government 
intervention, with the use of administrative guidance and other means, to organize 
directed credits and company mergers. It was also a common characteristic of 
these economies that prudent banking regulations—minimum equity ratio, audit 
and disclosure of corporate financial data, and deposit insurance systems and 
bankruptcy procedures—-were not well developed. The weakness of rules to make 
market transactions more transparent and less prone to risk, together with the 
strong reliance of private firms on rescue by the government, promoted moral haz- 
ard, encouraging banks to advance loans to high-risk projects without sufficient 
monitoring. Under these conditions, it was almost inevitable that a major invest- 
ment boom occurred based mainly on foreign credits, resulting in a real asset 
bubble as well as excess manufacturing capacity in these economies. 

In Bangkok, for example, the heated construction boom created excess 
building capacity for office and residence. The vacancy rate rose, pushing down 
the rate of return to building investment below bank lending rates. Yet invest- 
ments in real estate continued, with the expectation of capital gain from asset price 
appreciation. The expectation began to reverse when Finance One, Thailand’s 
largest nonbank financial company, defaulted in February 1997 when a major real 
estate agent failed to service its debt. Fearing that the default would spread to 
other financial institutions, foreign banks hurried to recover their loans as soon as 
the maturity dates arrived. Rapid capital outflows resulted immediately because 
foreign commercial banks’ credits were mostly short-term. Meanwhile, specula- 
tive sales of the Thai baht flared up. Counter purchases by the Thai central bank 
quickly exhausted US$28 billion out of a foreign reserve of US$30 billion before 
the fixed exchange rate was finally switched to a floating exchange rate system on 
2 July 1997. This crisis in Thailand quickly spread like a contagious disease to 
. other high-performing economies in East Asia, including Indonesia, Korea, and 
Malaysia. 

In Korea, overinvestment in the capacity of manufacturing production rela- 
tive to current demand became evident by the beginning of 1997. Hambo Steel, 


People’s Republic of China with its regulated capital account was able to maintain its fixed 
exchange rate without suffering recession. 
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ranked 14" among chaebols, went bankrupt in January of that year. Soon after, six 
other chaebols fell into near bankruptcy. Such symptoms of a worsening business 
environment in the domestic economy, coinciding with the financial crisis tran- 
spiring in Thailand, reduced foreign lenders’ confidence in the Korean economy 
and prompted them to recover short-term credits. Korea’s foreign currency re- 
serves were rapidly exhausted, making it inevitable that an emergency rescue loan 
would be sought from the IMF. The band within which the exchange rate was al- 
lowed to fluctuate was widened in November, followed by a shift to a complete 
float in December 1997, 

In both Korea and Thailand, the crises emerged from the herd behavior of 
foreign investors who rushed to recover their loans out of fear that the boom was 
turning into a bust. The fear was not entirely groundless, but was rooted in a dete- 

‘rioration of fundamentals that was reflected in microeconomic indicators such as 
decreased rates of return to firms’ investment as well as macroeconomic indicators 
such as increased incremental capital-output ratios (Coresetti et al., table 6). 

In Indonesia, the incremental capital-output ratio did not rise as had been 
the case in Korea and Thailand. Neither did external debt increase relative to 
GDP. However, Indonesia was highly vulnerable to the risk of liquidity shortage 
because of its high debt-GDP ratio as well as the high share of its short-term to to- 
tal external debt. For Indonesia, the crisis in Thailand served as an alarm clock to 
arouse the latent fear of its investors.’ The fear of political instability rising toward 
the end of the Suharto regime prompted widespread capital flight, especially 
among the business circle of ethnic Chinese. 

The crisis of Indonesia was the severest in East Asia. From July 1997 to 
August 1998, the rate of depreciation of the local currency relative to the US dol- 
lar was 70 percent in Indonesia compared with 36 percent in Thailand, 34 percent 
in Korea, and 32 percent in Malaysia (Hayami 2001, 269). Correspondingly, in 
1998 when the full brunt of the crisis was felt, real GDP in Indonesia decreased by 
13 percent, compared with 11 percent in Thailand and 7 percent in both Korea and 
Malaysia (Asian Development Bank 2002, 203). The severity of the crisis in In- 
donesia strongly supports the idea that political stability under a credible 
government is one of the most important fundamentals to sustained economic sta- 
bility and growth. 

It is worth noting that the economies that suffered such major damage were 
those that maintained a fixed exchange rate under an open capital account. In con- 
trast, in Singapore and Taipei,China, where a system of managed float in the 
exchange rate was adopted before the crisis, the depreciation of the local currency 
from July 1997 to August 1998 was less than 20 percent, and real GDP did not de- 
cline even in 1998. In fact, GDP in Taipei,China increased by 5 percent. It is also 


>This “wake-up call” effect is considered the dominant factor underlying the regionwide 
contagion of the crisis (Goldstein 1998). 
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noteworthy that the People’s Republic of China (PRC), whose government con- 
tinued tight controls on foreign exchange transactions, achieved a 2 percent 
growth of real GDP in 1998, while maintaining a fixed exchange rate. These ob- 
servations confirm that the immediate cause of the 1997 crisis in Asia was the 
package of open capital account and fixed exchange rate, as predicted by the the- 
ory of international finance (Kindleberger 1978, Eichengreen 1999). 

The impact of the financial crisis on economic activities in the real sector 
was especially severe in high-performing Asian economies that were characterized 
by heavy reliance on bank lending in corporate finance. In 1996 the debt-equity 
ratio in the corporate sector was higher than 2 in Indonesia and Thailand and as 
high as 3 in Korea, compared with only 1 in the United States (Asian Develop- 
ment Bank 1999, 27). Firms so heavily dependent on bank loans were highly 
vulnerable to credit contraction. Thus, when a credit crunch emerged with the 
withdrawal of short-term credits by foreign banks, widespread bankruptcy and un- 
employment became unavoidable. In this way the crisis in the financial sector 
created a major downturn in the real sector. 

To recapitulate, the financial crisis that hit East Asia in 1997 is considered 
to have resulted from liberalizing international capital movements under the fixed 
exchange rate in the absence of adequate and prudent regulations due to the 
euphoria created by the extraordinary level of past economic growth. The open 
capital account, coupled with high optimism about future business but without 
proper risk-management systems, created a large investment boom fed by liberal 
provision of credit from abroad. This investment boom went bust when the confi- 
dence of foreign investors was shaken by the bankruptcy of domestic firms owing 
to excess investment relative to current demand. A financial panic similar to a 
bank run followed. The sharp credit contraction that resulted from the sudden shift 
from capital inflows to capital outflows throttled real economic activity, culminat- 
ing in the economywide crisis. 


B. Market Failure vs. Government Failure 


Such a crisis could have been avoided if policies had been taken to limit 
domestic demand before the economy became overheated. As the open macroeco- 
nomic theory by Mundell (1968) and Fleming (1962) predicts, financial policies to 
control money supply and interest rates are not effective in controlling domestic 
demand where international capital movement is not regulated and the exchange 
rate is fixed. Unfortunately, while in such cases fiscal policies may be effective in 
theory, it is usually very difficult politically to cut budgetary expenditure before 
the economy becomes really overheated. East Asian economies such as Korea and 
Thailand were no exception to this rule of political economy. 

It was almost inevitable that extraordinarily rapid and uninterrupted eco- 
nomic growth in Asian NIEs and high-performing ASEAN countries for more 


52 ASIAN DEVELOPMENT REVIEW 


than ten years from the mid-1980s would end in a recession in the late 1990s even 
without liberalization in international capital movements. If the capital account 
were not open, however, the investment boom spurred by optimism would have 
been financed mainly by domestic bank credit creation. If that had been the case, 
excess investment over savings would have caused inflation. A corresponding ap- 
preciation of the real exchange rate should have resulted in a major deficit in the 
current account balance, which would have forced devaluation of the domestic 
currency as well as adoption of financial policies to curb inflation such as raising 
the central bank’s rediscount rate. The economic recession that would have re- 
sulted from credit contraction, however, would likely have been modest compared 
with the situation under an open capital account, because inflation should have 
worked as an early warning to trigger financial policies to prevent the economy 
from overheating. 

Viewed from this angle, the financial crisis in East Asia must be considered 
a market failure resulting from imperfect market information. The euphoria that 
inflated the economic bubble and the subsequent sudden pessimism resulting in its 
burst were the products of imperfect information in the international capital mar- 
ket.’ That the information was imperfect is clearly illustrated by the fact that even 
credit-rating agencies, such as Moody’s and Standard and Poor’s, which are sup- 
posedly the best informed of business conditions, did not change the sovereign 
debt rating of Thailand before July 1997, though corporate bond ratings were pre- 
viously lowered. 

Capital account crises of this nature can be prevented if the domestic finan- 
cial sector is closed against the international market. However, the other type of 
crisis could well have arisen under a closed capital account, as occurred in the 
Latin American debt crisis of the 1980s. Since the crisis in Latin America resulted 
mainly from spendthrift and imprudent government borrowing, it can appropri- 
ately be called government failure. This experience as compared with the financial 
crisis in East Asia clearly shows that government failure under a regulated capital 


“There is no denying that the newly industrialized economies and the Association of 
Southeast Asian Nations were facing several unfavorable factors in the 1990s. First, the 
competitive strength in the export of labor-intensive manufactures weakened relative to People’s 
Republic of China and Mexico as the result of their currency devaluation in 1994 and 1995- 
1996, respectively. Second, competition from Japan intensified following the depreciation of the 
yen after 1995. Moreover, the high investment in manufacturing that had been enhanced by the 
prospect of greater international competition resulting from the progress of regional integration 
and trade liberalization within East Asia began to create excess production capacity (McKinnon 
and Pill 1996, Suehiro 1999). Shinohara (1998) added evidence in support of the hypothesis that 
1997 coincided with the trough of the medium-run business cycle—about ten years for East 
Asia—the so-called Kuznets cycle. While these factors should have been significant, it is 
unlikely that the Asian financial crisis would have been so severe and widespread had not the 
capital account been liberalized under euphoria on future business prospects without due 
prudential supervision and regulation. 
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account could be no less serious than market failure under a liberalized capital ac- 
count. In fact, as the experiences of Argentina and Mexico show, a crisis based on 
government failure can occur irrespective of whether the capital account is open 
or closed. . 

Characterization of the East Asian crisis as a market failure does not mean 
that governments in this region were not responsible in this failure. On the con- 
trary, their responsibility was grave, for failing to provide appropriate prudent 
supervision and regulation of risky transactions in the international financial mar- 
ket. This failure may legitimately be called a government failure, as it was failure 
in fulfilling the basic mandate of government, i.e., the provision of appropriate 
public goods. Yet, the fact remains that profit-seeking private agents, misguided 
by imperfect information, were directly responsible for creating the crisis in East 
Asia. In this respect the East Asia crisis differs from the Latin American crisis that 
stemmed directly from the behavior of politicians and bureaucrats. 


C. Overcoming the Asian Financial Crisis 


When the capital account crisis emerged in Asia, multilateral lending insti- 
tutions, especially the IMF, failed to understand that the nature of this crisis was 
different from previous crises in Latin America and elsewhere. Therefore, when 
the IMF organized emergency loans for the crisis-hit economies, it imposed on 
them the same kinds of conditionalities, such as cutting the government budget 
and raising the Central Bank rediscount rate, as it had applied in Latin America to 
curb domestic demand and improve the current balance of payments. Such poli- 
cies, when applied to a capital account crisis characterized by sharp credit 
contraction, simply intensified the credit crunch and aggravated the economic re- 
` cession (Radelet and Sachs 1998, Yoshitomi and ADBI Staff 2003). Other 
conditionalities, geared to deregulation and liberalization, such as abolition of 
government-directed credits and removal of monopoly by state enterprises or gov- 
ernment-connected enterprises, were not relevant as emergency measures to cope 
with the sudden crisis. These were also criticized as being undue interventions in 
domestic affairs and going beyond the mandate of IMF (Feldstein 1998). The most 
fundamental criticism against the IMF in the context of the Asian crisis was that it 
had exerted pressure on developing countries to open their capital account prema- 
turely before the crisis, without due regard for the need to strengthen their 
financial market institutions (Bhagwati 1998, Stiglitz 2002). 

Despite such policy mistakes, recovery of the crisis-hit Asian economies 
was fast. Within the years 1999 and 2000, they were able to more than compensate 
for the major drop in real GDP in 1998 (with the exception of Indonesia, handi- 
capped by continued political instability). Especially remarkable was the growth 
of Korea’s GDP, at 11 percent in 1999 and 9 percent in 2000, as compared with 
the drop of 7 percent in 1998. Major reforms by the Korean government in bank- 
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ing institutions, corporate governance, and labor relations, pushed through under 
the crisis situation, yielded high pay-off under the excellent fundamentals in East 
Asia including sound fiscal management and high savings rates. 


IV. MISAPPLICATION AND LIMITATION 
OF THE WASHINGTON CONSENSUS 


The strategy aimed at accelerating the growth of developing economies 
based on the efficiency-enhancing power of free markets, which was established 
as a paradigm under the popular title of the Washington Consensus by the early 
1990s, has been replaced by a new paradigm quickly, in less than a decade. The 
nature of the new strategy and the factors underlying the paradigm change shall be 
discussed in this section. 

The term “Washington Consensus” was coined by John Williamson, a for- 
mer World Bank manager, to characterize consensus reached among economists in 
three important agencies with headquarters in Washington, D. C.—the IMF, the 
World Bank, and the US Treasury Department—on the “the lowest common de- 
nominator of policy advice being addressed.... to Latin American countries as of 
1989” (Williamson 2000, 251). It was understood as an economic doctrine in sup- 
port of SAP under the guidance of the IMF and the World Bank. The early success 
of SAP in containing the Latin American debt crisis elevated the Consensus to the 
status of a paradigm but its credibility was sharply reduced by the failure of the 
IMF in applying SAP to the recurrent crisis in Argentina and to the Asian finan- 
cial crisis, as explained in the previous section. However, which elements of the 
Consensus were really responsible for the failures have not been made quite clear. 

According to Williamson (1993 and 2000), the Washington Consensus con- 
sists of the following 10 basic principles: 


Principle 1: Fiscal discipline 

Principle 2: Concentration of public expenditure on public goods including education, 
health, and infrastructure 

Principle3: Tax reform toward broadening the tax base with moderate marginal tax rates 

Principle 4: Interest rates to be market determined and positive 

Principle 5; Competitive exchange rates 


Principle 6: Trade liberalization 

Principle 7: Openness to foreign direct investment 

Principle 8: Privatization of state enterprises 

Principle 9: Deregulation or abolishment of regulations that impede entry or restrict 
competition, except for those justified on safety, environmental, and con- 
sumer protection grounds, and prudential oversight of financial institutions 

Principle 10: Legal security for property rights 
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If these “ten commandments” really comprise its doctrine, the Washington 
Consensus, per se, could not have been the source of the IMF’s mistakes. As pre- 
viously observed, the open capital account coupled with the fixed exchange rate 
represented a critical institutional condition underlying the emergence of the crises 
in both Asia and Latin America. Yet, Williamson’s manifesto did not include lib- 
eralization of international capital movements in general, including short-term 
credits and portfolio investments, though it did include the liberalization of for- 
eign direct investment (Principle 8). And while it recommended the setting of 
exchange rates at competitive levels (Principle 5), it did not recommend that they 
be fixed. Thus, the improvements necessary to the system for controlling foreign 
exchange transactions, as discussed in the previous section, are fully compatible 
with the Washington Consensus as described by Williamson. More importantly, 
his manifesto strongly recommended fiscal discipline to prevent government 
budget deficits from accumulating into debt burdens of unmanageable levels 
(Principle 1). Related recommendations were the strengthening of the tax base 
(Principle 3) and the concentration of government expenditures on public goods 
(Principle 2). 

If the IMF had guided the Argentine government according to these princi- 
ples, especially numbers 1 and 5, the tragedy in 2002 would have been avoided. 
Also, if the IMF had been aware of the economic conditions under which the tight 
fiscal policy along Principle 1 can be effectively applied, the damage of the 1997 
crisis on East Asian economies could have been significantly reduced. Thus, the 
failure of the Washington Consensus as a guiding principle of international devel- 
opment assistance should not be inferred from the failures of the IMF-led 
structural adjustment policy in the late 1990s and early 2000s. On the contrary, if 
adherence to the Consensus in pursuit of SAP had been more faithful and com- 
plete, perhaps more adequately adjusted for country-specific cultural traditions 
and social environments as well as economic conditions, middle-income econo- 
mies in Asia and Latin America would have more satisfactorily been set on track 
for genuinely sustainable economic development.” 

A more valid criticism of SAP is its apparent inability to promote growth 
and reduce poverty in low-income economies. Poor achievements in those areas, 
. especially in Sub-Saharan Africa, have been amply documented (World Bank 
Country Economics Department 1988, 1990, 1992). Indeed, in the heyday of SAP, 
from 1987 to 1996, the number of people living below the poverty line of one US 
dollar per day in Sub-Saharan Africa increased by one third, and nearly half the 
total population continued to live below this poverty threshold. In South Asia, the 


: Along this logic, Kuczynski and Williamson (2003) argued that the first condition to 
restart economic growth in Latin America is to push through the “first generation reforms” 
embodied in the original Washington Consensus, which should be reinforced by additional 
reforms such as the liberalization of labor markets and the improvement of civil service and 
judiciary systems. 
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region home to the largest population below the poverty line, the share of people 
living on less than one dollar per day decreased but the absolute number continued 
to increase (World Bank World Development Report 2000/2001, 23). Even in 
some middle-income economies, mass poverty persists, especially in the country- 
side far from main development currents. The rapid pace of globalization has 
made even these remote areas visible to all. The persistent poverty as revealed has 
inevitably become a major public concern, hurting the humanitarian conscience of 
affluent people and escalating the frustration of poor people to levels of despera- 
tion and violence. The disappointing performance of SAP in achieving economic 
growth in low-income economies at speeds sufficiently rapid to reduce poverty 
significantly cast doubt on its relevance as a strategy of international development. 

Serious doubt has also been cast on the basic premise of the Washington 
Consensus; improvement in economic efficiency through the mechanism of the 
free market, and on the SAP approach that it supported. Ishikawa (1994) and 
Stiglitz (2002), among others, argued that while the SAP approach may be effec- 
tive in middle-income economies with relatively well-developed market 
organizations, it is ineffective in “customary economies” characterized by an un- 
derdeveloped market, where markets are highly imperfect or even nonexistent 
under severe information imperfection; the SAP reforms of liberalization, deregu- 
lation, and privatization not only failed to improve such economies but often made 
them less efficient with an increased incidence of market failure. Thus, contrary to 
the SAP prescription, Ishikawa and Stiglitz considered active government inter- 
vention in resource allocation, including the promotion of infant industries by 
such means as border protection, subsidies, and state enterprises, to play an impor- 
tant role in promoting the development of these economies. . 

The general perception, conveyed under the influence of the Washington 
Consensus, that the free market system is broadly and universally efficient in en- 
hancing economic growth has also waned. A major contributing factor is emphasis 
being placed on the critical importance to economic development of appropriate 
institutions, institutions that differ across economies on different historical paths. 
Argument in support of this has gained increasing currency with the prominence 
of comparative institutional analysis (North 1981 and 1990, Williamson 1985, 
Aoki 2001, Greif 2004). Empirical evidence has also accumulated. One example is 
Malaysia’s escape from the Asian financial crisis by strengthening government 
regulations on international capital movements. Even better illustrative examples 
are evident in the remarkable economic growth performances of some transition 
economies, such as the PRC and Vietnam, under much stronger government 
command and guidance (including the closed capital account) than in traditional 
market-based economies. 

These arguments and examples have made the development assistance 
community increasingly aware of the need to incorporate into the design of devel- 
opment policy country-specific institutions based on a proper understanding of 
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cultural values and social norms as well as development stages. This awareness of 
the critical importance of institutions in recipient countries has become one of the 
major pillars of a new paradigm of international development assistance, charac- 
terized as the “Post-Washington Consensus” (Stiglitz 1998). 


V. POVERTY REDUCTION AS AN IMMEDIATE OBJECTIVE 


Another major pillar of the Post- Washington Consensus is the identification 
of poverty reduction as an immediate objective of development assistance rather 
as a consequence of the economic growth the assistance is designed to stimulate. 
By nature, market competition is a strong instrument for increasing economic effi- 
ciency, but not an instrument for improving equity. If poverty reduction is 
considered an overarching immediate objective, nonmarket instruments may have 
to be used to redistribute market-produced income in favor of the poor. Moreover, 
if poverty is viewed not simply as receipt of less than a socially allowable mini- 
mum subsistence income, but also as a restriction in human capability in the sense 
used by Sen (1999), then social services such as education, health, and social 
safety nets must be delivered to the poor through nonmarket channels. Linking 
these two pillars brings to the fore the importance of nonmarket institutions such 
as government and civil society. 

The Washington Consensus did recognize the important role of government 
in supplying social services such as education and health care (Principle 3 in Wil- 
liamson’s list). However, the Post-Washington Consensus went even further in 
recognizing also the possibility of government corruption and collusion such that 
poor people would be excluded de facto from access to these services. To counter 
this possibility, the new paradigm emphasizes strengthening the voice and power 
of poor people (“empowerment”) and maximizing the initiative of aid-recipient 
communities (“ownership”) in the design of development assistance. 

The advocates of SAP under the influence of the Washington Consensus 
would not have disagreed with identification of poverty reduction as the ultimate 
goal of development assistance. Yet, explicitly or implicitly they left the task of 
poverty reduction to the “trickle down” effect from economic growth. Dissatisfac- 
tion with this increased with the obvious persistence of dire poverty and misery 
among people in low-income economies. Public impatience with development as- 
sistance according to the SAP strategy grew in civil society in high-income donor 
countries, culminating in open (often violent) protests against the IMF and the 
World Bank as well as the WTO. 

Antiglobalization and antigrowth advocacy was directed, to a significant 
degree, at the obvious adverse effects of some SAP policies. In some cases, priva- 
tization created opportunities for the power elite to grab state enterprises to form 
private monopolies; this, together with ill-conceived reductions in subsidies on 
basic necessities, such as food and energy, in the drive to “get prices right”, im- 
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posed serious burdens on those living at the margin. At the same time, many activ- 
ists seem to be driven by a popular presumption that globalization promoted via 
SAP benefited big business, especially multinational corporations, at the expense 
of poor peasants, cottage industries, and urban slum residents unable to find for- 
mal employment—an image akin to that of Karl Marx’s vision of the 
industrializing West in the 19" century. Correct or not, their voices were a prime 
force in elevating the post- Washington Consensus to the paradigm of development 
assistance in the first decade of the new millennium. After the attack on the World 
Trade Center, New York on 11 September 2001, this view was reinforced by fear 
of terrorism and the belief that poverty is a contributing factor. 

Like any other paradigm, the Post-Washington Consensus came to be con- 
strued beyond its original economic context. In particular, it came to be applied 
broadly to the poverty-oriented development assistance approach of the late 
1990s, spearheaded by the World Bank. In fact, the World Bank, as the dominant. 
development institution, had aimed at reducing poverty since long before the 
1990s. Although it is not mentioned in the World Bank’s founding documents, 
poverty reduction had been a stated goal since the early 1970s, when then Presi- 
dent Robert McNamara declared it to be such. The 1970s marked an attempt to 
improve living standards in the absence of growth, when the previously dominant 
strategy of import-substitution industrialization proved to be incapable of bringing 
economic growth to developing countries. The main vehicle for this was “Basic 
Human Needs”, a campaign initiated by the International Labour Organisation in 
1976. The idea was that the priority for development assistance by both bilateral 
and multilateral agencies should move from building large-scale industries and in- 
frastructure to guaranteeing to poor people conditions adequate to meet their basic 
human needs defined as: (i) the minimum requirement of a family for its own con- 
sumption, including but not limited to food, clothing, and shelter; and (ii) essential 
services provided by and for the community, including drinking water, sanitation, 
education, and health facilities (Streeten et al. 1981). To meet these needs, there 
would have to be significant government involvement, which was quite compati- 
ble with the views of that time. By its thrust, this approach is considered a 
precursor to the Post-Washington Consensus. Enthusiasm for the Basic Needs ap- 
proach was short lived, however. It was found to be difficult to sustain 
improvement in living standards without economic growth; at the same time the 
SAP approach was then demonstrating a fresh possibility for accelerating pow 
in developing economies. 

Under the SAP regime, poverty reduction continued on the agenda of the 
World Bank, realizable through the instrumentality of economic growth. But as 
SAP and the Washington Consensus ebbed, poverty reduction ceased to be an ad- 
junct of growth and became an immediate goal in itself. The shift can be seen in a 
comparison of the World Bank World Development Report 1990 (WDR) subtitled 
“Poverty”, and the WDR 2000, subtitled “Attacking Poverty.” The former, while 
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highlighting poverty reduction and spotlighting the importance of people, still jux- 
taposed poverty reduction with growth. It proposed that an effective poverty 
reduction strategy would consist of: (i) making production. systems as labor- 
intensive as possible to increase labor employment and income, (ii) increasing 
government expenditure on training and education to increase the capacity of the 
poor to participate in the economy, and (iii) providing social safety nets for those 
who cannot be productive. The WDR 2000, in contrast, put poverty reduction in 
human development terms and stressed the development of pro-poor institutions 
that could promote opportunity, facilitate empowerment, and enhance security. 

The World Bank’s operational shift to the Post-Washington Consensus was 
officially endorsed by James Wolfensohn, appointed president of the World Bank 
Group in 1995. He declared the Bank motto to be “Our dream is a world without 
poverty” and began to pursue “pro-poor” development. Reorientation of the or- 
ganization toward poverty reduction was promoted under three axioms: (i) the 
overarching goal of development assistance is poverty reduction; (ii) poverty is 
more than lack of purchasing power but includes a range of economic, social, and 
political deprivations; (iii) poverty reduction will not be possible in the absence of 
viable institutions through which people can participate in and take ownership of 
the development process. By adopting this platform, social and political ramifica- 
tions, which the Washington Consensus had avoided, were embraced by the Post- ' 
Washington Consensus. 

The methodology for implementing the Post-Washington Consensus was an 
array of interlocking, mutually reinforcing processes. Collectively they have come 
to be referred to as the PRSP process. PRSP stands for “poverty reduction strategy 
paper”, a comprehensive, detailed document prepared by a developing country 
explaining its own plan for reducing poverty. One of the weaknesses of SAP had 
been that conditionalities were imposed and often did not engage the recipient 
government or people. This weakness is rectified in the PRSP process because the 
strategy is prepared with full participation by the government and is expected to 
engender a sense of ownership and commitment to the objectives. In PRSP prepa- 
ration, the government is to be in the driver’s seat. Although initiated by the 
World Bank, the PRSP process has been widely accepted at all levels of develop- 
ment effort and most aid agencies have incorporated it or otherwise made it 
compatible with their own programs. 

The PRSP must include four core elements: (i) a description of the coun- 
try’s participatory process; (ii) a poverty diagnosis; (iii) targets, indicators, and 
monitoring systems; and (iv) priority public actions, which should be summarized 
in tabular form for a three-year time horizon. PRSPs are the basis for concessional 
assistance from both the IMF and the World Bank, including debt relief under the 
HIPC (Heavily Indebted Poor Country) Initiative so that its acceptance by the 
joint WB/IMF assessment committee is very important. That step involves an ex- 
amination by the committee, which looks at a number of items according to the 
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particular country but which will include the following: adequacy of poverty data; 
medium-term and long-term poverty reduction goals; provision of adequate moni- 
toring systems; macroeconomic framework that does not undermine the private 
sector but is consistent with the poverty reduction objectives; and policy environ- 
ment, allowance for a safety net, fiscal choices, and financing plan (domestic and 
external flows, including aid). 

The dramatic shift in the orientation of the World Bank’s activities has been 
paralleled with changes in other international organizations with mandates for in- 
ternational development assistance. In the mid-1990s, the Organization for 
Economic Cooperation and Development (OECD) formulated a list of quantified 
goals to be met by a set date, the International Development Targets (IDTs). In 
2000, the United Nations adopted essentially the same list as its Millennium De- 
velopment Goals (MDGs) to begin with the goal of halving, between 1990 and 
2015, the proportion of people whose income is less than one dollar a day and the 
proportion of people who suffer hunger. It is important to note that all the goals 
specified in MDGs are related to quality of life and no target is stipulated for eco- 
nomic growth, reflecting the current mode of the development assistance 
community to set poverty reduction as the immediate goal rather than the conse- 
quence of economic growth. 


V. THE POST-WASHINGTON CONSENSUS PROSPECT: 
A CONCLUDING REMARK 


By the first years of this millennium the Post-Washington Consensus has 
become firmly established as the principal guidepost to policies for developing 
economies. In the context of theory, while the Washington Consensus was con- 
fined rather narrowly to standard neoclassical economics, relying on market 
competition for efficient resource allocation, the Post-Washington Consensus 
broadened the scope to include nonmarket factors such as social norms and power 
balances, drawing heavily on the recent achievements of institutional economics. 
As such, the Post-Washington Consensus may appear to be a better recipe for de- 
veloping economies characterized by underdeveloped markets. But, is it really so? 


A. Market versus State 


The attack on SAP reforms by Ishikawa (1994) and Stiglitz (2002), referred 
to earlier, grew out of their recognition that reforms to reduce government control 
and intervention will be ineffective or even damaging in low-income economies. 
This is because market failures arising from such reforms will inevitably be very 
large where the market is highly imperfect under severe information imperfection. 
While this argument is theoretically valid, it may be refuted on the grounds that in 
the economies characterized by high degrees of information imperfection, gov- 
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ernment failures may be even more damaging than market failures. This is likely 
to be especially the case in Africa where national boundaries were determined 
through the politics of colonial powers and, therefore, national integrity and gov- 
ernment authority have been very weakly established. 

The Washington Consensus emerged as an antithesis to the import substitu- 
tion industrialization strategy. It aimed to correct the government failures that 
loomed very large under the ISI regime. Similarly, the Post-Washington Consen- 
sus is an antithesis to the SAP strategy, aiming to correct the failures of liberalized 
markets by increasing the government role in resource allocation. Such a sequence 
of paradigm changes resembles the shift from mercantilism to Adam Smith’s doc- 
trine of market liberalism, and further to Friedrich List’s strategy of infant 
industry protection (Hayami 2001, 229-36). Whether to increase the role of gov- 
ernment relative to market or vice versa is an eternal topic in debates over policy 
choice for development. The net social gain from the replacement of one strategy 
(e.g., Smith’s) by another (e.g., List’s) is the sum of differences in both govern- 
‘ment failures and market failures associated with the two strategies, a sum that 
varies country by country depending on social tradition and development stage. 
Thus, in contemplating the strengthening of government role for any developing 
economy along the guidelines of the Post-Washington Consensus, corresponding 
changes in the respective failures must be assessed very carefully and objectively. 
If the decision is based on an ideological preconception, it will prove to be devas- 
tating. Policymakers must always be aware of the danger of being trapped by a 
“consensus” on any kind of “paradigm.” 

The same caution should apply to reforms of the SAP type, aimed at reduc- 
ing government intervention. In this case, maximum care must be taken that the 
reform plan is consistent with county-specific conditions, in terms of reform in- 
struments and time sequences of implementation, to prevent market failures from 
looming large. Failures of SAP, as amply illustrated by Easterly (2001) and 
Stiglitz (2002), are invaluable lessons for future market-oriented reforms. 


B. — Growth versus Equity 


Besides the choice between the market and the state, the two consensuses 
are different in their relative emphases on growth and equity. By identifying pov- 
erty reduction as an immediate goal instead of a consequence of economic growth, 
the Post-Washington Consensus advocates that a greater share of public resources 
be allocated for the delivery of social services to the poor rather than for strength- 
ening the productive capacity of the economy. The MDGs, for example, stipulate 
no target for increased production or productivity of any sort. Though not explic- 
itly stated, it appears that programs in the Post-Washington Consensus context are 
strongly oriented toward improving the quality of life of the poor through redistri- 
bution.of social-income in their favor. 
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There is nothing wrong with this equity orientation if it is consistent with 
the social preference of the world community. There is a danger, however, that 
strong emphasis on social services might result in underinvestment in the produc- 
tive capacity of sectors from which the poor earn their livelihood. Typically, the 
majority of poor people live mainly on returns to their labor applied to agriculture, 
small-scale manufacture, and petty trade. If the productivity and profitability of 
these sectors are not increased, how can poverty reduction be sustainable? The 
wide diffusion of primary education and health care, as emphasized in MDGs and 
other pro-poor development plans, is of course an indispensable foundation for 
upgrading the productive capacity of people. However, vocational education and 
training, which are vitally important to support the development of agriculture, 
small-scale manufacture, and commerce is being neglected or receiving insuffi- 
cient attention. The critical need for public investments in production-oriented 
infrastructure in general is not being properly emphasized. This is true for agricul- 
tural as well as industrial research and extension to produce and disseminate 
profitable technologies to small farmers and manufacturers, for irrigation and rural — 
electrification to make water and power available to them, and for roads and com- 
munication systems by which producers and traders in remote marginal areas can 
have access to wide markets. All such investments generate economic growth 
while at the same time contributing directly to the reduction of poverty. Here there 
is no tradeoff between growth and equity, so long as these supports are properly 
chosen and targeted. 

It is important to recognize that significant decreases in development assis- 
tance on production infrastructure and services did not begin with the Post- 
Washington Consensus but it began under the Washington Consensus. With its 
strong belief in the efficiency of the market mechanism, the Washington Consen- 
sus advocated leaving investment in production infrastructure to private funds 
mobilized by the market, which was considered possible so long as the proposed 
investment projects could be expected to yield high financial returns. Correspond- 
ingly, investments in hard infrastructure, such as roads, railways, and electricity, 
were greatly reduced in the programs of development assistance, especially in the 
World Bank. Even agricultural research and irrigation investments, which are vital 
to billions of poor farmers, were curtailed. The advocacy for leaving production 
infrastructure to private initiative was a reasonable corrective to the bias of ISI 
strategy of concentrating development resources in large-scale, capital-intensive 
industries, but it is critically flawed when applied to infrastructure critical to small 
farms, cottage industry, and petty trade. Their production scale is too small to in- 
ternalize gains from any infrastructure project adequate to pay its cost. And they 
are too numerous to effectively organize collective actions for producing their 
own infrastructure (Olson 1965). As such, the public-goods characteristics of pro- 
duction infrastructure and services to poor people are no weaker than the public- 
goods characteristics of social services to them. Therefore, the supply of produc- 
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tion infrastructure critically needed for the support of their economic activities 
cannot rely on private markets alone. 

As most clearly elucidated by Schultz (1964), broad-based growth of low- 
income economies is possible only when public programs supply profitable pro- 
duction opportunities for poor people. Indeed, the failures of both ISI and SAP in 
supplying sufficient support to these production activities is believed to underlie 
their failures in achieving both economic growth and poverty reduction in low- 
income economies over the past half century. The success of East Asia in this re- 
gard is considered to underlie its economic miracle and distinguish it from other 
regions, such as Africa (Plateau and Hayami 1998). 

The importance of delivering social services to the poor for improving the 
quality of their lives cannot be overemphasized. However, if poverty reduction 
programs under the influence of the Post-Washington Consensus are so structured 
that public resource allocation for the supply of social services becomes so dis- 
proportionately large that it results in undertnvestment in production-oriented 
infrastructure and services, then such programs will likely prove counterproduc- 
tive to the goal of poverty reduction itself. Unless this risk is duly recognized and 
avoided, the current bandwagon of poverty reduction may well replicate the fate 
of the equally enthusiastic Basic Human Needs approach of three decades ago: 
relegated to a comment in the history books. 
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Four Proposals for Improved Financing 
of SME Development in ASEAN 


THITAPHA WATTANAPRUTTIPAISAN 


Small- and medium-size enterprises (SMEs) are of great socioeconomic 
significance although their long-term growth and competitiveness have been 
compromised by the chronic and often acute constraints on their access to 
formal-sector finance, among other systemic and institutional problems in 
developing countries, including the Association of Southeast Asian Nations. 
Largely as a result, SMEs’ share of financing resources is disproportionately 
less than their relative importance in domestic employment and, to a lesser 
extent, value added. Proposals to address financing problems on the demand 
side are made relating to more systematic disclosure of information on finance 
and governance, and better business planning by SMEs. Parallel capacity 
building efforts on the supply side include greater reliance on credit 
information systems, and SME risk scoring and competitiveness 
benchmarking. 


' I. INTRODUCTORY OVERVIEW 


Small- and medium-size enterprises (SMEs) are the backbone of virtually 
all economies in the world, including those within the Association of Southeast 
Asian Nations (ASEAN).’ Notwithstanding various definitional issues and data 
problems, SMEs number in the hundreds of thousands and account for upward of 
90 percent of all nonagriculture firms in most parts of ASEAN. They also employ 


‘For example, SMEs in the European Union (with 250 workers as the upper threshold for 
medium-size businesses) account for about one half of the total value added and two thirds of 
the domestic workforce (European Union 2002, 118). Comparatively, small businesses with less 
than 100 employees in the United States are the source of about one third of both domestic 
employment and sales value (Velasco and Cruz 2001, 19). SMEs contributed between 40 and 50 
percent of manufacturing output in Japan; Republic of Korea (Korea); and Taipei,China in the 
mid-1990s (UNCTAD 1998, 17-9). Meanwhile, SMEs in Central and Eastern European 
economies in transition are also found to be more dynamic than state-owned enterprises (SOEs) 
as a source of output growth and employment generation (Klapper et al. 2002, Svejnar 2002). 


Thitapha Wattanapruttipaisan is a Senior Officer in the Bureau of Economic Cooperation, ASEAN 
Secretariat, Jakarta, Indonesia. The author is thankful to Noordin Azhari, Director of the Bureau of 
Economic Cooperation, ASEAN Secretariat, for his encouragement in this research; N. V. Lam, Adviser, 
Foundation for International Human Resource Development, Bangkok, Thailand, for extensive and useful 
discussions; and the two anonymous referees for their many constructive comments and suggestions. The 
views expressed in this paper are the author’s and do not necessarily reflect those of the ASEAN Secretariat. 
Mention of any firm or licensed process does not imply endorsement from the ASEAN Secretariat. 
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an overwhelming proportion (mostly in the 75-90 percent range) of the domestic 
workforce, especially young persons and women.” On the other hand, SMEs con- 
‘tribute a disproportionately small share—in the range of 20-30 percent to gross 
sales value or manufacturing value added, and 10-20 percent to export earnings in 
the region.’ However, their actual share in total exports is considerably larger be- 
cause of the participation of many SMEs as subcontractors to export-oriented 
local firms and transnational corporations (TNCs).* Nevertheless, the range of di- 
rect exports from the SME sector remains typically narrow and their value added 
relatively limited.” 

Currently, there is a great shortage of a core of dynamic and networked 
SMEs as leading subcontractors or joint-venture firms in their own right within 
ASEAN. The levels of SME manufacturing value added, for example, tend to be 
much lower than those from the large firms (with over 200 workers) as well as 
those from their counterparts in East Asia, Europe, and United States (US) (see 
footnote 1). This “hollowness” in the ASEAN industrial structure has acted as a 
barrier to SMEs in their efforts to achieve higher productivity and, more gener- 
ally, the gainful graduation from small (or medium-size) enterprises to dynamic 
medium-scale (or large-scale) businesses. Notably, many large regional firms and 
those with transnational business activities in ASEAN at present had a humble 
start as SMEs several decades ago.° In addition, it is both essential and pressing to 
provide adequate employment and business opportunities for the several millions 


2 As regards gender empowerment, a study by the Asia-Pacific Economic Cooperation 
(APEC) grouping shows that women entrepreneurs own and operate up to 30 percent of SMEs 
in such countries as Indonesia, Korea, and Philippines (APEC 1999). 

*For further details, see Hall (2002); Harvie and Lee (2002); Lee and Tam (2002), 
Richards et al. (2002), Tecson (2001), Regnier (2000), and Tambunan (2000). 

‘See, for example, Rodriguez and Berry (2002), Wattanapruttipaisan (2000a), Borrus et 
al. (2000), Regnier (2000), Tambunan (2000), Levy et al. (1999), Liedholm and Mead (1999), 
Altenburg et al. (1988), and Humphrey (1998). A detailed discussion on the diverse global and 
regional patterns of enterprise clusters and interfirm networks and alliances, involving SMEs, 
can be found in Berry et al. (2002), Boari (2001), UNCTAD (2000), Liedholm and Mead 
(1998), Porter (1998), UNCTAD and Gate (1993), and Schenberger et al. (1990). 

‘Featuring prominently in SME exports from Indonesia, Philippines, Thailand, and Viet 
Nam are food products, textiles and garments, leather and plastic goods (including toys), 
furniture items, handicrafts, jewelry and, to a lesser extent, mature-technology automotive and 
consumer electronics parts. For further details, see Hill (2002 and 1995), Richards et al. (2002), 
Rodriguez and Berry (2002), Steer and Taussig (2002), Regnier (2000), Tambunan (2000), and 
Tecson (2000). 

Notwithstanding his somewhat nuanced perspectives and interpretations, Yoshihara 
(1988, 153-263) provides an interesting account of the stellar rise and transformation into large 
enterprises or TNCs of formerly small and family-owned or controlled firms (with many being 
SMEs) in Southeast Asia. In a related context, many famous TNCs in the developed 
countries—including such well-known enterprises as Microsoft, Apple, Sony, Honda and so 
on—also started out as small companies. 
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of workers and numerous SME entrepreneurs displaced by the 1997-1998 crisis as 
well as for persons ready to enter the workforce or resume risk-taking activities.’ 

Furthermore, there is now a new development context or a paradigm shift to 
be managed by all business firms regardless of size. Firstly, the liberalization of 
global trade and investment flows has created vast demand opportunities but has 
also engendered fiercer competition from global and regional suppliers of goods 
and services. Indeed, many SMEs in South Asia and Southeast Asia have already 
felt intense competitive pressures from the People’s Republic of China (PRC) in a 
wide array of manufactured goods. Besides, the PRC has gained a larger foothold 
(including in clothing, footwear, and telecommunication equipment) in the most 
important export markets for both ASEAN and the PRC.® Secondly, consumer 
preferences and market demands are changing constantly as well as becoming 
more exacting. At the same time, such nonprice parameters as product quality, 
health and safety in consumption, social equity in employment and production, 
and ecological implications of products and processes have become more impor- 
tant as a determinant of business advantage. All these have necessitated the 
adoption of new and innovative business and industrial organization models, and 
the upgrading of production and marketing processes by most SMEs 
(Wattanaprutipaisan 2002b, Momaya 2001, Altenburg 1999). 

As such, the promotion of SME growth and competitiveness in ASEAN 
countries can be expected not only to yield increasing social and economic returns 
domestically but also to empower the private sector in its ongoing integration into 
the global economy. However, the process has long been constrained by the lim- 
ited availability and accessibility of financial resources to meet a variety of 
operational and investment needs within the SME sector. Both demand-side and 
supply-side factors have contributed their share to this financing problem in the 
region. These factors, together with four proposals for enhancing SME access to 
finance as well as institutional capabilities in SME financing, are discussed with 
special focus on the banking sector in ASEAN. 


Between 1997 and 1998, for example, the rate of unemployment more than doubled in 
Malaysia and Thailand, and rose by more than fourfold in Indonesia. The number of 
unemployed persons went up to 0.6 million in Malaysia, 1.5 million in Thailand, and 20 million 
in Indonesia. Female workers suffered particularly severely because they were concentrated in 
the most precarious forms of low-skilled wage employment. In addition, during the high-growth 
era of 1980-1996, female participation rate in the labor force had expanded from 38 to 41 
percent in Indonesia, and from 34 to 37 percent in Malaysia (UNESCAP 1999, 114-21). 

®The trade patterns between ASEAN and the PRC during the 1990s are examined in 
ASEAN (2001) while a detailed analysis of the gains, issues, and implications associated with 
the proposed ASEAN-China Free Trade Area can be found in Wattanapruttipaisan (2003). The 
patterns of the PRCs’s penetration into the G-7 markets are discussed at some length by the 
Organisation for Economic Cooperation and Development (2002, 138-42). 
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It should be clarified at this juncture that the following discussion does not 
address microenterprises and related financing arrangements and issues.” Nor does 
it examine in any length a variety of supplementary financial arrangements suit- 
able for SME financing except where these arrangements have a bearing on the 
issues considered in the text. Organizationally, Section I examines the available 
evidence and indications of the limited share of SMEs in domestic business fi- 
nancing as well as the typical barriers and constraints on SME financing on both 
the demand and supply sides in ASEAN. The third section contains four specific 
suggestions to enhance SME access to bank finance and institutional capabilities 
to provide SME financing. These proposals are backed up by specific approaches 
and methodologies for implementation purposes. The concluding section reiterates 
some of the main issues and proposals discussed in the text. 


II. ISSUES AND CONSTRAINTS IN SME FINANCING 


SME financing problems have to be seen against a more general context. 
Firstly, financial resources for development (whether of domestic and/or external 
origin) are in short supply in virtually all developing countries. Secondly, gov- 
ernment has become “leaner and meaner” and new and innovative policy 
measures have to be introduced to widen and deepen investor interest and the in- 
vestment base. Thirdly, financial intermediation and the related infrastructure and 
facilities (both financial and nonfinancial) can be improved and made more so- 
phisticated in ASEAN as part and parcel of the development process itself." 


"Financial and other assistance measures with microenterprises as the primary 
beneficiaries have their own deserved place in the policy and institutional framework of any 
economy. This applies to efforts made to improve microenterprises’ efficiency and 
competitiveness (growth and graduation considerations) and/or to safeguard social welfare by, 
among other avenues, offering self-employment to individuals or disadvantaged social groups 
with few other means of earning income (equity and safety net considerations). The trade-offs 
between efficiency and welfare policy orientation are discussed by Hill (1995, 19-21 and 26). 
Webster (1991, 59-60) raises some pertinent issues based on a detailed assessment of 70 SME 
projects (33 of which had been completed), worth US$3.2 billion (plus US$4.3 billion of 
counterpart and local funding) implemented by the World Bank in 36 developing countries in 
Africa, Asia, and Latin America during 1973-1989. Meanwhile, a sample survey of exporters of 
rattan and carved wooden furniture in Indonesia found virtually no microenterprises or small 
subcontractors that had become full-fledged direct exporters (Berry and Levy 1994, 10). 
Coleman (2002, 1-3) provides a brief review of some pertinent issues on microfinance while an 
extensive literature survey on finance and development can be found in Levine (1997). 

Financial sector development is approximated as the as the size of financial markets or 
the relative share of outstanding financial market assets in gross domestic product (GDP). The 
process has a positive impact on economic growth via, among other channels, the facilitation of 
risk sharing, the allocation of mobilized resources to the most efficient long-term applications, 
the minimization of moral hazard and adverse selection and, in various forms or guises, the 
monitoring and enforcement of good corporate governance. The growth stimulus scat 
generally as well as in terms of sectoral structure, namely banking sector and ae 
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Fourthly, SME financing difficulties also reflect other systemic and institutional 
issues, such as the underdeveloped legal and regulatory infrastructure (both hard 
and soft) and the prevalence of nontransparent practices.” 


A. Limited SME Share in Domestic Financing 


Bank finance has remained the dominant source of capital and credit for 
domestic business in most developing countries, including those in ASEAN.” It is 
also the main source of SME financing in both developing economies and even in 
financially advanced countries such as the United States. Bond financing is not a 
viable option for most small businesses, due to the substantial cost in the under- 
writing and distribution of paper securities, while equity financing has its own 
limitations, especially in terms of the tight market listing requirements and the 
possible loss of control to external investors (Takagi 2002, 74-5). Generally, con- 
certed efforts have been made in ASEAN and elsewhere to encourage commercial 
banks to lend to SMEs by means of loan quotas, interest subsidies, tax breaks, 
guarantees against default, and so on. These efforts have also been supplemented 
by a variety of other measures such as the establishment of development financial 
institutions (DFIs) for agriculture and industry, and other specialized banks. 
Moreover, the qualified or targeted SMEs are also provided with financial support 
under various business development services (BDS) ranging from training, export 


development. An extensive survey of literature on this subject can be found in Levine (1997, 
688-726). 

‘Weaknesses in the legal and regulatory framework governing creditor rights, collateral 
matters, and bankruptcy and exit procedures have combined with legal system inefficiencies 
and overloads to constitute another barrier in the case of SME financing. This barrier is 
prevalent in many developing countries, particularly among transition economies in Central and 
Eastern Europe (Klapper et al. 2002, 8-11) and in Asia such as Viet Nam (Richard et al. 2002, 
117-8 and 122-5). This is because institutional designs, and the related provision of incentives 
and sanctions, is a process of trial-and-error and of searching for workable ways to adjust most 
effectively and promptly to changing circumstances. Shifting between coordination and 
enforcement mechanisms in many economic and social spheres is necessarily a lengthy and 
complex process (Postma 2002, 98-100). 

12t is pertinent to note two of the lessons from the financial and economic crisis in East 
and Southeast Asia during 1997-1998. One, overdependence on bank finance tends to increase 
financial systemic risks, including through the contagion (or cascading) effects. Two, corporate 
governance problems (which have been in existence) will accumulate without outsider control 
functions, such as those exercised by the equity and capital (bond) markets. 

‘In particular, corporate equity and debt securities were equivalent to 115 and 53 
percent, respectively, of the combined GDP of the group of seven richest countries in the late 
1990s. However, the corresponding figures for Indonesia, Malaysia, Philippines, and Thailand 
were 56 and 6 percent, respectively. In addition, the stock of outstanding bank loans in these 
four ASEAN members was about 92 percent of their combined GDP, compared to about 45 
percent in the two major emerging economies in Asia (india and Korea) and 4 percent in 
Central Europe (World Bank and International Monetary Fund 2001, 363-6). 
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marketing, participation in trade and technology fairs, to interfirm linkage promo- 
tion." 


1. Overview of SME Financing Issues 


. On balance, direct and indirect intervention in the financial sector has not 
been able to compensate for the various biases against the SME sector uninten- 
tionally introduced into, or inherent within, the domestic policy and regulatory 
framework. Firstly, there is the (scale-based) “perverse” incentive syndrome 
whereby tax, financing, and other benefits and privileges are granted by the gov- 
ernment in exchange for certain minimum or baseline requirements to be 
undertaken by the enterprises concerned as regards investment size, employment 
volume, and/or export quantities and values.” Secondly, import substitution poli- 
cies in several ASEAN countries used to protect sectors dominated by large-scale 
and capital-intensive firms. Thirdly, the complex legal and regulatory environ- 
ment has often combined with opaque discretion to raise significantly the 
transaction costs on SMEs on account of their limited size and resources (Hallberg 
2001, 9-11). Fourthly, SMEs are not well or adequately represented in pri- 
vate~public interaction and dialogues. Lastly, social perceptions and 
administrative attitudes in economies in transition are not yet wholly judicious to 
private enterprise, including SMEs (Richards et al. 2002, 117-8 and 122-5). 

By and large, financial and other support measures, and the massive subsi- 
dies involved, in SME financing have not been as successful as originally 
intended; there are also a variety of unfavorable trade-offs and negative external- 


“There is a relatively extensive literature on various government assistance programs in 
favor of SMEs in Indonesia (Hill 2002, Urata 2000); Malaysia (SMIDEC 2002); Philippines 
(Viloria 2001); Singapore (Hew 2002); Thailand (Brimble et al. 2002, Mizutani 1999); and Viet 
Nam (Richards et al. 2002). A checklist of SME assistance programs among 21 APEC 
members, including seven from ASEAN, is presented in APEC (2002, 88-99). 

'S According to Regnier (2000, 65), about 70 percent of the big, locally owned and joint- 
venture firms enjoyed various incentives and privileges from the Board of Investment in 
Thailand during the 1970s to the early 1980s. In textiles and garments, for example, some 80 
percent of the large enterprises receiving public-sector assistance between 1960 and 1976 were 
in joint venture with Japanese firms. Another trade-off from the scale-based syndrome is the 
implicit constraint on foreign direct investment (FDI) in local SMEs, and on the formation of 
linkages between these local enterprises and overseas firms. Thus, these SMEs are deprived of 
valuable opportunities to obtain crucial technological and financial inputs, and market access 
associated with such FDI or interfirm linkages. 

‘Research in Indonesia indicates that the cost penalties arising from bureaucratic 
procedures and other transactions with public sector agencies may be equivalent to 5-8 percent 
of operating costs to SMEs. More generally, however, the political economy of regulation tends 
to necessitate the cultivation of personal connections with key officials in government and 
public sector bodies, the so-called pork barreling and relationship banking. Large companies are 
comparatively in a much better position than SMEs in this regard (Hill 2002, 163). 
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ities so generated in the process.” Indeed, limited outreach at disparate cost to 
stakeholders is the perennial weakness, although at varying orders of magnitude, 
of SME financing from the formal financial sector in a large number ASEAN 
countries (Hill 2002, Tescon 2001, Sahami-Malmberg 2000). Indeed, the persis- 
tent constraints on SME financing, and the restrictive terms and conditions on 
approved loans, are virtually a universal and significant problem among develop- 
ing countries (UNCTAD 1995, 7-10). However, this unsatisfactory state of affairs 
is not wholly due to the limited supply of finance because there are examples of 
significant underdisbursement of public-sector resources allocated to SMES 
within the system itself (more later). 

Although many analytical studies have been carried out on SME financing 
problems, there exist very few comparable data or empirical surveys on the nature 
and extent of SME participation in commercial bank financing across ASEAN.” 
Besides, most of the studies and surveys so far undertaken focus on a few, and of- 
ten individual, ASEAN members while many surveys are additionally plagued by 
a number of methodological problems, making cross-country and cross-sectional 
comparisons less reliable.’? Even with such limitations, it is apparent that to meet 


These include slow progress in the development of sustainable financial schemes, the 
structural diversification of financial institutions, and the emergence of a “non-repayment 
culture” among enterprises, especially if the resources concerned are regarded as part and parcel 
of poverty reduction efforts from the public sector (Hallberg 2001, 12). More generally, many 
financial and technical assistance programs from government are perceived by SMEs as of 
limited impact and relevance, with the possible exception of market information dissemination 
and assistance in trade fair participation (Hill 2002, Berry et al. 2001, Holtmann et al. 2000, 
Regnier 2000, and Webster 1991). 

'’The shortage of up-to-date and comparable data is particularly evident in terms of the 
sectoral and industrial composition of SMEs; the structure and characteristics of SME inputs 
and turnovers; the contribution of SMEs to income, employment, exports, and taxation; and the 
share of SMEs in fiscal and monetary allocations and incentives. A more detailed discussion on 
these matters can be found in APEC (2002), Regnier (2000), International Labour Office 
(1997), Hill (1995), and APEC (1994a and 1994b). 

1 Among the major weaknesses are the small and nonrepresentative sample of firms 
within the same or in different industries, underreported or mismeasured data (including those 
from follow-on interviews), limited controls over local or industry-specific factors that may 
impact on the perceptions and responses, absence of regular or time serial surveys, and lack of 
cross sectionally comparable questionnaires. In particular, enterprises are frequently selected on 
a nonrandom basis, and this bias “overstates” the degree of SME participation in bank financing 
(or in the focal areas of attention) since the surveys concerned, for reasons of accessibility, tend 
to cover better performing firms or SMEs that are in the top segments of their class in term of 
size, growth, and outward and networking orientation. In all fairness, however, it should be 
noted that selection bias is perhaps unavoidable. As indicated earlier, the number of 
nonagricultural SMEs is massive—ranging from 50,000 in Singapore; 100-350,000 in Thailand 
and Viet Nam; 800,000 in Philippines; to some 16 million in Indonesia (APEC 2002, 37). In 
addition, SMEs are widely found across domestic regions, provinces, and urban and periurban 
areas. Moreover, private enterprise is a relatively new phenomenon in economies in transition to 
a market-based system. 
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various financing needs, between 75 and 90 percent of SME entrepreneurs in the 
region rely largely on their own savings, internal resources of the firm (such as re- 
tained earnings and other enterprise funds), short-term (unsecured) borrowings 
from relatives and friends (also known as business angels or informal equity in- 
vestors), and grey-market loans.” In addition, bank finance does not often cover 
all the financing needs of SMEs. In Malaysia, for example, funds from commer- 
cial banks met, respectively, 62 and 21 percent of working capital and long-term 
investment requirements from the surveyed SMEs; the corresponding figures for 
SMEs in Thailand being 57 and 37 percent. Public financial institutions and pri- 
vate finance companies remain a minor source of SME financing in both 
countries.” 

Furthermore, on the basis of survey results in developing countries outside 
ASEAN, it can also be expected that the financing constraint is particularly severe 
in start-up enterprises and relatively young firms (some three years old or less), as 
well as on smaller firms in lower-income developing economies in the region. For 
example, only 10 percent of start-up firms in Ghana can obtain bank loans but 
medium-size enterprises and older firms (presumably with a good credit history 
and hence relationships with banks) are provided with start-up credit three times 
more often than their smaller counterparts. These results are, by and large, con- 
firmed by a survey in Sri Lanka and Tanzania where 80 percent of firms with 16 
or more workers and with 6 or more years in operation are able to access bank 
loans—compared to the success rate of around 55 percent in the case of smaller 
firms (6-15 employees) of similar age, and less than 10 percent for firms with 5 or 
fewer workers, regardless of age.” Another survey in the PRC shows that the 


204 similarly heavy degree of reliance on internal sources of funding for enterprise 
operating and investment needs in the PRC is also obtained by the International Finance 
Corporation (IFC) from a survey of 628 firms in four major cities (FC 2000, 48-9), and by the 
Asian Development Bank from a survey of 724 firms (with an average number of 228 workers 
per enterprise) in five major cities (ADB 2003, 73-7). 

?IThe survey was conducted in 1999 by Japan Bank for International Cooperation and 
involved a sample of 221 and 642 relatively large firms within the SME sector, which were still 
operating after the crisis in Malaysia and Thailand respectively. It provides further confirmation 
that the larger and older SMEs are better placed to obtain bank finance. Additionally, public- 
sector financial institutions are only a minor source of SME financing, and this issue will be 
discussed further in the text. The same is also true for private financial companies that provided 
respectively only 7 and 16 percent of working capital and investment needs of Malaysian SMEs 
in 1999. The corresponding ratios in the case of Thai SMEs were just over 1 percent in each 
instance (Urata 2002, page 4 and table 4). As regards the PRC, bank loans are equivalent to just 
10 percent or less (or over 50 percent) of the needed capital of 63 (or 6) percent of the 
enterprises with access to institutional credit (Asian Development Bank 2003, 95). 

22 a ryeetey et al. (1994, 18-9) conducted a survey of 133 firms, of which 76 had less than 
10 workers, in various industries in Ghana in the early 1990s. Levy (1993, 69-71) surveyed 38 
firms (with 15 having 5 workers or less) in the leather industry in Sri Lanka, and 20 firms (with 
six of them having 5 workers or less) in the furniture industry in Tanzania in the late 1980s. In 
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share of bank loans increases with the size of the firms although it still remains 
relatively low, ranging from between 20 and 35 percent of the required capital of 
the (relatively large) enterprises concerned (FC 2000, 51). 


2. Patterns and Characteristics of SME Financing 


It is very difficult at present to obtain comparable indicators of the total 
amount and relative share of institutional or bank finance secured by SMEs in 
ASEAN and elsewhere. Despite concerted efforts, APEC is able to estimate the 
financing share of SMEs for just seven economies (out of 21 members) with four 
being developed countries and Indonesia being the only ASEAN economy with 
some available estimates (APEC 2002, 74-5).” By and large, suggestive evidence 
indicates that the SME sector may share only one fifth or less of the institutional 
credit extended to all businesses in the late 1990s (APEC 2002, Viloria 2001, 
Berry et al. 2001). This relative stake, which may be subject to a margin of error 
both ways, is slightly lower than SME contribution to aggregate production. How- 
ever, it is certainly much less than the relative importance of SMEs in domestic 
employment generation. 

A number of implications can now be explored briefly. First, Indonesia reg- 
isters perhaps the fastest expansion in formal-sector financial services (especially 
branch banking) within the region.“ Yet, only 12 percent of SMEs are estimated 


comparison, Klapper et al. (2002, 20) found a positive correlation between younger SMEs and 
bank financing, as well as between these enterprises and profitability, in a sample of 79,723 
SMEs in various industries in 15 Central and Eastern European transition economies for 1999. 
SMEs had emerged from the break-up and/or privatization of SOEs in the wake of economic 
transition some 10 years back; they have also benefited considerably from international 
assistance programs. As such, many SMEs in Central and Eastern Europe tend to have easier 
access to bank finance because of their dynamism and profitability. 

23Further research is overdue on the whole subject matter. On one hand, it is important to 
have a more informed estimate of the volume of funds (plus the associated terms and 
conditions) from different categories of financial institutions, (including private financial 
companies and DFIs) and the monetized incentives and BDS channeled to SMEs for start-up 
purposes, working capital, as well as investment requirements. In addition, what are the major 
issues and bottlenecks that have been encountered from the supply side in the financing of 
SMEs? On the other hand, it is also of significant policy interest to have a clear picture of the 
main segments of the SME sectors that have been accorded with, or have failed to access, 
commercial bank and other sources of institutional finance. These segments may be looked at in 
terms of sectoral distribution, market sales orientation (local or external), technological profile, 
age structure, composition and origin of equity capital, and employment volume and workforce 
characteristics. 

Ror example, the number of private commercial banks (and their offices) jumped from 
63 (and 559) in 1988 to 144 (and 4,150) a decade later. Foreign banks, including joint-venture 
banks, numbered 11 and 44, respectively, during these two benchmark years. Meanwhile, state- 
owned commercial banks almost doubled their network over the same decade, from 815 offices 
in 1988 to 1,527 in 1997. Earlier, interest rate controls and credit ceiling fixed annually for 
commercial banks had been removed in 1983 (Simanjuntak 2001, 31-2). 
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to have access to bank finance in the country (APEC 2003, 5). Meanwhile, almost 
two thirds of the surveyed SMEs in the garment industry have accounts at com- 
mercial banks in Indonesia but less than 20 percent have ever applied for and 
actually obtained a bank loan. As regards SMEs in the wood furniture industry, 
the corresponding figures are 47 percent and less than one tenth (van Dierman et 
al. 1998). These comparatively low ratios are, in part, reflected from the institu- 
tional side with a very low ratio of SME loans to deposits, implying thus some 
resource transfer to other borrowers.” Indeed, it has been colloquially remarked 
that bank credit is just a flower added to the brocade, instead of being charcoal in 
snowy weather (Asian Development Bank 2003, 110).. 

Second, SMEs have to pay a higher rate of interest and comply with more 
restrictive requirements on institutional credit obtained by them, compared to 
those imposed on their large-scale counterparts. For example, the interest pre- 
mium in 33 completed World Bank projects on SME financing (mentioned 
earlier) averaged 4.9 points for small enterprises and 4.4 points in the case of me- 
dium-scale firms. In absolute terms, the rates on SME loans are as high as 24-33 
percent, reflecting in part the larger inducement for financial institutions to par- 
ticipate in SME lending (Aryeetey et al. 1994, Webster 1991). Moreover, upwards 
of four fifths of SME applicants are required to provide suitable collaterals and 
the preferred security of fixed real estate assets has imposed a difficult require- 
ment on smaller enterprises. Loan terms are typically for 12 months although 
there is no comparable information on loan rollover rates. 

However, it is access to finance (rather than the cost of finance as such) that 
has constrained SME development and competitiveness. Furthermore, because of 
location or sectoral specialization, many firms within the SME sector are growing 
beyond the size that informal sources of finance can support and institutional 
credit is the only feasible option for upward movement to them (Asian Develop- 
ment Bank 2003, Hill 2002, IFC 2000, UNCTAD 1995). Additionally, many firms 
will gladly accept and carry bank credit at double the going (institutional) rate be- 
cause financial sector interest rates are still far below those from the curb or grey 
markets.” Rates from these markets may be up to 30 percent per month on a 
“short-term” monthly loan, and between 5 and 10 percent a month for “long-term” 


In particular, Bank Rakyat Indonesia, the country’s fourth largest bank, is widely 
regarded as a success story in small-scale lending. Currently, the bank has over 24 million 
deposits accounts but only 2.5 million borrowers, with an average loan size of US$300-350 and 
‘ an average loan to deposit ratio of 35 percent (McCawley 2003, 40). 

Tn the PRC, for example, commercial banks can vary the interest rate on one-year term 
loans (which stood at 5.31 percent in February 2002) up to plus or minus 10 percent for SOEs. 
The percentage variation can be up to 30 percent for SMEs and 50 percent for rural 
cooperatives. However, many banks still see the returns as inadequate to compensate them for 
the risks and costs incurred in lending to private firms (Asian Development Bank 2003, IFC 
2000). 
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loans of a year’s maturity (UNCTAD 1995, Aryeetey et al. 1994). These sheer 
magnitudes illustrate the remarkable productivity of capital in the SME sector in 
many low-income countries. 

Third, DFIs have played only a minor financing role: in Malaysia, for ex- 
ample, about 4 percent each of SME credit for working capital and long-term 
investment came from these institutional sources in 1999; the corresponding per- 
centages were 4 and 2 percent in the case of Thailand (Urata 2002, 4 and table 4; 
Regnier 2000, 25). Indeed, the performance of public-sector institutions with a 
SME funding mandate often leaves much to be desired. A detailed review of the 
. 33 World Bank projects (noted earlier) shows that the average loan size 
(US$130,330) and the average cost of job creation (US$12,721) from DFIs were, 
respectively, four times and three times larger than the overall average. Yet, the 
repayment rate achieved by these institutions was only 62 percent, compared 80 
percent overall (Webster 1991, 24-5 and 35). 

Fourth and in the above context, the informal financial markets remain a 
major source of funds for SMEs in ASEAN; notably, these markets were also an 
important source of finance for many business firms in Korea and Taipei, China 
up to the late 1980s. Grey market funds are highly flexible, respond speedily to 
varying or unexpected needs, and are revolving for the credible SME customers, 
notwithstanding the exorbitant rates of interest on them indicated above. As a mat- 
ter of fact, these grey sources of fund have become even more important in the 
wake of the financial crisis in 1997-1998, providing SMEs with 13.6 (8.4) percent 
of working capital, and 6 (5.1) percent of investment requirements in Malaysia 
(Thailand) in 1999. These funding ratios were even larger than the combined 
share of credit extended to SMEs from private financial companies and DFIs in 
these two countries for the same period (Urata 2002, 4 and table 4; Regnier 2000, 
25). 

Fifth, the spread effects of macroeconomic stability and vibrant economic 
growth in the two decades before the 1997-1998 crisis offset considerably the ad- 
verse impact of the disproportionately low share of financial resources channelled 
to the SME sector (Hill 2002, 174; Urata 2002, 10; Berry et al. 2001, 378; Tecson 
2001, 74; Regnier 2000, 25-6). On the other hand, large segments of SMEs will be 
pushed to the forefront of the domestic economic recession with any serious re- 
versal of macroeconomic economic and financial fortune.” There is, in particular, 


"in particular, the SME sector in ASEAN was hard hit through the direct and spill-over 
effects of a sudden collapse of demand and high inflation, a hike in input costs (due to steep 
currency depreciation) and in the prices of goods with a sizable import content, and the even 
more acute shortage of finance and the very high cost of loan funds. However, the nature and 
magnitude of the crisis’s impact on firms depends on the degree of their export orientation, 
sectoral concentration of production, ownership structure (such as joint venture firms), extent of 
exposure to formal-sector financing, and operational scale or size itself. Generally, survey data 
indicate that around 70-80 percent of SMEs in the manufacturing sector were adversely affected 
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considerable evidence of a sharp decline in business loans to SMEs, and their 
greater reliance on grey-market funds, during the crisis period of 1997-1998. The 
falling or negative rate of growth in credit persisted in the later part of the 1990s 
due partly to the high level of nonperforming loans within the financial system 
and the banks’ preoccupation with troublesome, large borrowers (APEC 2002, 
Urata 2002, Regnier 2000). For example, the seven state-owned banks and spe- 
cialized financial institutions in Thailand disbursed only 52 percent of the 
allocated resources for SME financing totalling 70 billion baht (US$1.6 billion) 
during 1999 and the rate of disbursement for the first half of 2000 was largely at 
the same (slow) rate as that in the previous year.” 


B. Supply- and Demand-side Constraints on SME Financing 


The unsatisfactory outcomes as regards SME financing, as reviewed above, 
are due to a variety of adverse factors of both a systemic and institutional nature. 


1. Most financial institutions have not been able to operate profitably 
with SMEs as their sole or major debt clientele, despite the interest 
premium based on higher risk and transaction cost. Even in devel- 
oped countries such as the US, small-business loans are regarded as 
opaque assets, constituting thus the main component of credit risk 
(Carey 2001, Moody’s Investors Service 2000). In addition, commer- 
cial bank funds are essentially short-term while long-term lending to 
SMEs can be sourced from DFIs that are set up by government to 
provide finance to new entrants and for investment purposes. How- 
ever, DFIs’ lending resources (from local and donor funding) are 
much more limited than those from commercial banks due to their 
typical lack of an adequate and independent resource base.” Besides, 
most DFIs do not have an extensive branch structure or a diversified 


by the unexpected sharp drop in demand in many crisis-hit or affected countries in East and 
Southeast Asia. For example, about three fifths of SMEs in Thailand experienced a serious 
liquidity problem, compared to one half in the Korea and 30 percent in Malaysia. For more 
details, see Abdullah (2002), Harvie and Lee (2002), Urata (2002 and 2000), Berry et al. (2001), 
Tecson (2001), Regnier (2000), Tambunan (2000), and van Dierman et al. (1998). 

Disbursement under the New Entrepreneur Fund in Malaysia averaged around 53 
percent of the annual allocation of 1.25 billion ringgit (or US$328 million) for 1998 and 1999. 
However, the rate of approved lending under the Fund for Small and Medium Industries went 
up from 29 percent of the allocation of 1.85 billion ringgit (US$487 million) in 1998 (a crisis 
year) to 88 percent in the following (recovery) year. See Urata (2002, tables 8 and 9). 

"For example, through the mobilization of domestic savings, equity investment and 
venture capital. This lack of a capital base has necessitated the continued reliance on 
government for refinance. However, public sector resources are under severe constraint in many 
countries while market distortions arise in cases of subsidized credit and preferential allocations 
of funds and foreign exchange. 
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range of institutional products and services on offer in many ASEAN 
and other developing countries (UNCTAD 1995, Webster 1991). As 
a result, many commercial banks and DFIs are reluctant to implement 
SME-related lending programs initiated by government and aid do- 
nors; they also tend to concentrate their services on the most 
obviously creditworthy businesses and large-scale enterprises, as dis- 
cussed previously (Asian Development Bank 2003, UNCTAD 1995, 
Levy 1993, Webster 1991). 


2. For various reasons, many SMEs avoid usinz commercial banks for 
payroll management and other day-to-day working accounts (of in- 
coming and outgoing transactions). This precludes the formation and 
cementing of bank-client relationships that are an integral part of the 
so-called reputation collateral on the SME side. Thus, most commer- 
cial banks and DFIs do not have sufficient information on, among 
other things, the likely cash flows in business performance (and 
hence the capacity for loan repayments internal to the enterprises un- 
der consideration) plus the credit histories of the concerned SME 
entrepreneurs themselves, including their personal character and 
business commitment. As a result, the paperwork and documentation 
required by banks often takes 24 workdays to complete, compared to 
the 14-day gestation time on credit applications from large firms, and 
less than two weeks in micro-lending (Aryeetey et al. 1994, Webster 
1991). Furthermore, the high operating costs in SME lending and 
contract enforcement remain a persistent problem even at low default 
rates (Otero and Lopez 2001, 20). However, delays in the loan ap- 
praisal and approval process have caused missed opportunities, cost 
overruns, and leakages of commercial or trade secrets, thus reducing 
further the motivation of small entrepreneurs to approach banks for 
finance. 


3. Bank lending decisions are traditionally based on the availability of 
fixed assets on offer as collateral, a sound business plan and, to a 
much lesser extent, a personal guarantor or mutual guarantee fund 
for loans, and machinery and equipment to be purchased by the 
loans under application being offered as partial security. Land and 
buildings are most often required (at least in 8 out of 10 cases, for in- 
stance) but few SME entrepreneurs have clear and good titles to real 


*°In Indonesia, for example, lending expenses may be as much as 26 percent for credit 
amounts of US$250 or less but they fall to less than 3 percent for loan sizes larger than 
US$2,500 (Urata 2000, 30). 
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estates, especially those in low-income developing countries and 
economies in transition (Miller 2001, IFC 2000).*' In addition, real 
estate collaterals have become more problematic in ASEAN follow- 
ing the sharp decline in prices after the 1997-1998 crisis. However, 
the crisis-induced reforms have led to a better legal and regulatory 
framework in East and Southeast Asia, which has reduced somewhat 
the level of credit risks and improve the management of such risks. 
Nevertheless, there are still significant difficulties and delays in the 
exercise of contract rights to possess collaterals and liquidate non- 
paying businesses, and persistent problems in contract enforcement 
and legal system overloads render the whole process unaffordably 
complex, costly, and time consuming to all but the largest creditor 
firms. 


Collateral requirements by commercial banks in developing countries 
have been a contentious issue in SME financing. However, 92 per- 
cent of all small-business debt to financial institutions in the US are 
secured (IFC 2000, 54). Even in some successful micro-loan schemes 
(with loan sizes averaging US$400) charging market interest rates, 
some collaterals are still required on top of an upfront (returnable) 
deposit as penalty for late repayment (Holtmann et al. 2000, Webster 
1991). Real estate collaterals provide an incentive and justification to 
lend and repay, as well as a means to offset losses in case of default 
(Otero and Lopez 2001, Aryeetey et al. 1994). As collateral, a busi- 
ness plan provides the roadmap and benchmarks for loan appraisal 
and the monitoring of business activities under implementation. This 
helps to minimize diversion and other misuses of borrowed funds that 
are a clear possibility without demonstrated financial discipline by 
SMEs and close supervision from banks (Asian Development Bank 
2003, 29). As regards governance and succession, most SMEs are 
owned and operated by the (founding) entrepreneurs and their ex- 
tended family members. As such, SME access to institutional finance 
is further constrained because of the excessive dependence on the 


Notably in this connection, current proposals under the new Basel capital 
accord entail a higher risk weight for retail bank lending secured by commercial real 
estate, with possible adverse implications for SME financing. The likely impact and 
implications of the so-called Basel II code on SME financing are examined by Carey 
(2001, 47-50). The implementation of this new code was originally scheduled to take 
effect by the end of 2006 after the expected completion of the comment and revision 
process in November 2003. It is likely to be postponed by at least a year because of 
extensive criticisms of the proposed changes by numerous stakeholders around the 
world. 
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founding groups, the understandable reluctance to go “public”, the 
lack of clear managerial targets and succession plans, and the very 
high rate of defaults and insolvency, a problem attributable to SMEs’ 
low capital base and limited internal reserves to meet unexpected ad- 
verse developments.” 


4, The successful operation of supplementary financing is predicated 
on the existence of a relatively sophisticated financial system, effi- 
cient intermediation processes, and credit data registries and credit 
information analysis similar to those in the developed or high-income 
developing economies (Holtmann et al. 2000, 6). Credit enhancement 
arrangements include credit guarantee, export and import bridging fi- 
nance and refinance, venture capital, equipment leasing, inventory 
financing or factoring, and credit risk insurance.” They are clearly 
needed in developing countries, including ASEAN, to widen the in- 
vestment base and funding opportunities for SMEs and other 
businesses. Credit guarantee operates with reasonable success in de- 
veloped countries and, among the various credit supplementary 
schemes, its utilization is comparatively more widespread among de- 
veloping countries. Guarantee arrangements are especially important 
as a means of enhancing access to finance for SME entrepreneurs 
with viable projects but without adequate collateral requirements 
(Asian Development Bank 2003, 35). Nevertheless, a detailed review 
of 33 completed SME projects funded by the World Bank (noted pre- 
viously) indicates the limited success of credit guarantee 
arrangements, and the consequent distrust among the involved stake- 
holders (including retail banks and entrepreneurs) in many 
developing economies. Partly as a result, commercial banks continue 
to require collaterals and guarantees on SME loans, among others 
(UNCTAD 1995, 20). These outcomes confirm an earlier finding by 


>In Philippines during 1990-1995, for example, less than one half of SME start-ups were 
still operating after five years. The survival rates are lowest (around 20 percent) for enterprises 
with 10 to 99 workers (Tecson 2001, 74). Other evidence indicates that 48 percent of firms are 
between 1 and 5 years old, and about a quarter each survive for 6-10 years and for more than 10 
years, respectively, (Rodriguez and Berry 2002, 154). 

For a concise discussion on the merits and disadvantages of credit enhancing 
arrangements and additional sources of fund in relation to SME financing, see Rodriguez 
(2002), Sahami-Malmberg (2000), Levitsky (2000), and UNCTAD (1995). Aylward (1988, 2- 
21) presents the outcomes from a survey of about 410 investment projects made by 53 venture 
capital funds in 19 developing countries in Asia, and transition economies in Central and 
Eastern Europe. 
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Levitsky and Prasad that there are certain conditions that have to be 
met for these schemes to achieve their design objectives.” 


5. Lastly, several attempts have been made to establish an equity mar- 
ket dedicated to SMEs, although with limited success so far. The 
Philippine Stock Exchange, for example, started a nationwide cam- 
paign in July 1998 for an SME capital market in favor of young 
companies with an outward orientation and/or high potential for 
growth. However, the subsequent response from SMEs has been less 
than enthusiastic due to the tight listing requirements.” Similarly, the 
Stock Exchange of Thailand was not able to open a second or alter- 
native board for SMEs in 1999. Some 68 SMEs with capitalization 
from 40 million baht (just under one million US dollars, or in upper 
segment of small firms) to 100 million baht (or about US$2.5 million, 
or in lower segment of medium-size enterprises) had originally ex- 
pressed an interest in listing. They were subsequently deterred by 
disclosure requirements that were largely the same as those for com- 
panies listed in the main board (Regnier 2000, 82). Other more 
general reasons for the reluctance of SMEs to “go public” include the 


34 Among the prerequisites and other international best practices are, first, that 
commercial banks participate in guarantee schemes so as to lower government liabilities in 
covering losses. Second, independent appraisal of guarantee requests is to be made to avoid the 
transfer by banks of riskier SME loan portfolios to. the schemes. Third, the percentage loan 
guarantee should preferably be between 70 and 80 percent of face value, as a lower guarantee 
ratio may not justify the costs and efforts by banks to obtain the guarantee, and vice versa. 
Fourth, there should be sufficient capitalization and refinancing of guarantee schemes and most . 
successful schemes consider a 5 percent default rate as rather high. A leverage rate of 5-10 
should be a target after 5 years of operation. Fifth, cost recovery and related administrative © 
expenses are to be incorporated in guarantee fees although full cost recovery will add an 
additional burden on banks and hence on the SME borrowers. In addition, guarantee schemes 
should take whatever collateral available (e.g., cars, future revenues, and promissory notes) to 
provide the right signal as regards financial resource scarcity. Sixth, it is essential to have in 
place efficient operational procedures to ensure transparency, simplicity, and speediness in 
claim applications and settlements. This will also help to minimize moral hazard problems that 
will retard the development of a commercial credit culture, including the weakening of 
incentives for SMEs to prepare reliable financial accounts concerning their credit worthiness 
(Asian Development Bank 2003, IFC 2000, Aryeetey et al. 1994, Webster 1991). 

The requirements include (i) authorized capital of US$0.4-2 million with paid-up 
capital of at least one quarter of the authorized amount; (ii) two years of positive net operating 
income; (iii) minimum offering size of one fifth of the authorized capital; (iv) lock-up period of 
three years; (v) existing owners to retain 51 percent of equity holding; and (vi) a minimum of 50 
shareholders. Additionally, SMEs must undergo a nomination and listing process before they 
can join the SME capital market. Considerations are now given to the establishment of a 
separate exchange for SMEs so as to better cater to the special needs of these enterprises 
(Viloria 2001, 150-1). 
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relatively tedious and costly procedures for regulatory issues of pa- 
pers as well as the small number of underwriters for them, and the 
large fixed costs in underwriting and distribution (FC 2000, 22). 
Taxes on initial share offerings and on share transactions are another 
disincentive. Lastly, it does not help that many equity markets are 
subject to a significant degree of speculation (Takagi 2002, Viloria 
2001). 


I. FOUR PROPOSALS FOR ENHANCING SME FINANCING 


In this section, two proposals each are made for the demand side (SMEs) 
and the supply side (banking institutions). It can be seen from the above review 
that SME financing problems cannot be resolved just through mere lending in 
most developing economies at present (Holtmann et al. 2000, Levitsky 2000,). In- 
deed, the less formally organized SMEs are, the less access they will have to 
formal finance. Similarly, the less developed the financial markets are, the higher 
the dependence of SMEs on their own and other informal sources of finance 
(UNCTAD 1995, 6). A well-developed financial system will have many different 
types of (banking and nonbank) institutions and instruments (short- and long-term 
risk capital, equity stocks, and debt and asset-backed securities) to better match 
the different risk and return profiles and time preferences of domestic and external 
investors. These institutions and instruments will also serve more effectively the 
diverse needs, and cost-evaluation and risk-hedging behaviors of all borrowers 
and, other things being equal, ensure an acceptable level of systemic good gov- 
emance in the process. Reputation collateral can be built up over time since 
financial institutions can be relied on by SMEs for both investment and opera- 
tional purposes (including day-to-day working accounts and payroll management, 
as mentioned earlier). 

Clearly, ways and means (especially capacity-building measures) have to be 
in place to foster gradually the most competitive allocation and utilization of 
scarce financial resources by all the stakeholders on both the demand and supply 
sides. The following proposals are made because there are few, if any, viable op- 
tions in the long run. The financial sector has to be upgraded and become more 
sophisticated not just to enlarge and deepen investor interest and the investment 
base (Takagi 2002, 68-9). As noted earlier, financial sector development is an es- 
sential response to the impulses and imperatives from the increasing volume and 
complexity of business transactions as ASEAN economies and enterprises de- 
velop and integrate regionally and globally in the coming decades. Corporate 
governance is important in this context, and incidences of imperfect information, 
plus the related need for due transparency and accountability, are directly ad- 
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dressed or implicitly embodied in the four proposals to be discussed below.” 
These suggestions can be regarded not just as a credit appraisal technique but also 
as a practical tool for financial management in the long term (Connelly 2001, 21). 


A. Financial Information Disclosure by SMEs 


Inadequate financial record keeping, and the consequent failure to make 
good use of available financial information, is characteristic of microenterprises 
and many small businesses in developing economies. Microenterprises are mostly 
sole proprietorships that tend to have a less distinct separation between the fi- 
nances of the entrepreneur’s business activities and those of his own personal 
household transactions (Holtmann et al. 2000, 2). The absence of proper financial 
accounting among many small and even medium-scale firms may be due to vari- 
ous reasons, ranging from the reluctance to reveal critical information to 
competitors, to nontransparent practices to minimize the tax burden. Nevertheless, 
it precludes the establishment of long-term bank-client relationships that are part 
and parcel of the reputation collateral. Furthermore, the availability of good in- 
formation on enterprise finance and governance structure is a prerequisite for the 
preparation of a bankable business plan which, as indicated earlier, can be used as 
a partial substitute for ftxed-asset collaterals on the financial supply side. Short- 
comings in information disclosure can, therefore, be viewed as evidence of 
management weaknesses and financial indiscipline by institutional analysts and 
loan appraisers (Kao and Tan 2001, 55 and 157). 

Adequate disclosure of useful financial information on financial accounts 
and enterprise ownership means the presentation, in a fair and transparent manner, 
of the firm’s credit footprint as well as the track record on governance. It applies 
to both form (standardized format and timely availability) and substance (reliabil- 
ity, relevance, compatibility, and understandability). Standard accounting rules 
and norms already contain sufficient disclosure to meet those criteria in the three 
main components of the firm’s financial transactions during the budgetary pe- 


36 Corporate governance has become a matter of significant concern, especially against 
the backdrop of the 1997-1998 financial and economic crisis in East and Southeast Asia. 
Corporate governance relates to institutions that govern and regulate the agency problem 
associated with hidden action (the investors and stakeholders are not aware of all the actions 
taken by management), or hidden information (management has information that the investors 
and other stakeholders do not have), or the relationship between stakeholders and shareholders 
as mediated by corporate supervisory and nonexecutive boards, and the top management of the 
organizations concerned. See Shleifer and Vishny (1997, 737-83) for a literature survey on 
` corporate governance. A detailed examination of governance issues in the crisis-related, Asian 
context can be found in the collection of conference papers in UNESCAP (2001) and Zhuang et 
al. (2000). 
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riod.” As such, financial accounting and control systems are very important for 
small businesses, especially at the start-up and development stages when SMEs’ 
needs for investment and working capital are greatest. However, these are also the 
times when institutional credit is comparatively much more difficult to obtain by 
them, as was discussed earlier. But financial and accounting information is also 
useful for other purposes, including the diagnosis of possible problems or hidden 
advantages.’ 

Due diligence is an obligatory process for financial institutions and there is 
a larger issue in the context of disclosure. For practical reasons, the post-crisis re- 
form in corporate governance has a primary focus on publicly listed companies; 
these constitute just a very tiny fraction of the business world within ASEAN and 
elsewhere among most developing countries, however. Thus, parallel attempts 
will have to be made to foster adherence to the building blocks of good enterprise 
governance, even if such compliance is largely on a voluntary basis by sole pro- 
prietorships or family businesses (Simanjuntak 2001, 56-7). Financial 
institutions, and commercial banks in particular, can be a powerful proponent and 
enforcer of good governance as they, too, are also under great and constant pres- 
sures to comply with the principles and practices of good governance. For 
example, banking institutions can interface more strongly with borrowers, includ- 
ing SMEs, on the disclosure of the governance structure of their firms as well as 
on issues of good corporate governance. This consideration takes on special sig- 
nificance in well-supervised and governed banks, given the almost complete 
absence of capital markets for SME financing where much tougher requirements 
on financial and governance disclosure are attached to equity and bond issues, as 
indicated previously. 


37Namely, the operating statement (or residual income statement), the balance sheet to 
show the anticipated or expected financial outcomes and position of the firm, and the cash flow 
statement that plots cash movements associated with all transactions of the firm. 

*8Financial statements from an SME, for example, may reveal a low debt-to-equity ratio. 
In this case, either management is highly conservative or the benefits of leverage may not have 
been fully appreciated. On the other hand, operational expenditure may be relatively higher than 
the norm among business firms in the same industry. This may have implications (for remedial 
purposes) regarding the inadequate levels of operational efficiency and effectiveness of the 
SME concerned—especially in the combination and utilization of inputs, the current application 
of technologies, or the implicit needs for skills base and technological upgrading. Footnote 41 
contains a definition of firm-level efficiency and effectiveness. 

3 As sole proprietorships or family firms, many SMEs have few principal-agent problems 
and the extent of financial disclosure is governed largely by tax laws and institutional funding 
requirements. However, many medium-size enterprises (including closely held family firms) 
may be large or complex enough to have a separation between ownership and management— 
thus requiring some formal governance structure, information transparency, and financial 
disclosure which, however, are much less complex to put in place and comply with than those 
associated with publicly traded corporations. 


FOUR PROPOSALS FOR IMPROVED FINANCING OF SME DEVELOPMENT 
IN ASEAN 85 


Regarding financial disclosure, the data and information required is not that 
extensive or onerous on SMEs, those of medium size or in the upper layer of the 
small-firm segment especially. In addition, good record keeping is an inexpensive 
proposition given the ready availability and affordability of electronic means for 
information storage, processing, and retrieval as well as the ancillary, specialized 
computer software programs. Moreover, recent advances in information and 
communication technologies (ICTs) have led to the development of dedicated 
software on standard accounting programs, manuals, and exercises geared to the 
needs of small businesses. These programs are widely available from SME-related 
stakeholders—including public support agencies, bilateral donor organizations, 
and private BDS providers. They can be encapsulated and distributed widely in 
CD-ROM format as an ICT-based system package of modular toolkits to ensure 
the most cost-effective dissemination and outreach as well as to promote self- 
reliant capacity building and troubleshooting by the concerned SMEs themselves. 

Such an active, demand-driven involvement helps to improve ownership 
and commitment by the concerned SME beneficiaries. Notably, most donor- 
funded technical assistance programs carried out by public sector agencies fail to 
achieve their objectives, according to an extensive review of 33 SME projects 
funded by the World Bank (mentioned previously) because they are largely sup- 
ply-driven. Besides, many programs are too sophisticated for local conditions and 
circumstances while many others are not sufficiently specific, relevant, and useful 
in relation to the target beneficiaries’ needs (Holtmann et al. 2000, Webster 1991). 
Moreover, the choice of suitable partner organizations to build up a coalition of 
cooperating stakeholders is an important matter. In this connection, there are sig- 
nificant opportunities for better synergies between the public sector (including 
SME-related agencies and donor programs) and private stakeholders (particularly 
financial institutions and BDS providers) in the dissemination of ICT-based sys- 
tem toolkits to build up the SME skills base in management and financial 
reporting, and in the Internet-based provision of related mentoring and advisory 
services to SMEs. 


B. Business Plan Preparations by SMEs 


Another point of consensus is that SMEs must have better and more effec- 
tive channels and modalities for communication with credit providers for funding 
purposes, including from venture capitalists and government programs. Almost 
invariably, this takes the form of a plan for business start-up or development, 


There are integrated programs (such as those relating to enterprise resource planning) 
that allow entrepreneurs to map out the whole business operations, and to simulate various 
scenarios or outcomes under different conditions or parameters governing business activities. 
Other software facilitates the extraction and presentation of critical information generally or in 
particular areas of business transactions deserving special attention from management. 


86 ASIAN DEVELOPMENT REVIEW 


which, as mentioned earlier, can ease collateral requirements if loan financing is 
also based on commercial project feasibility. But a well-conceived business plan 
can serve also as a blueprint and roadmap for entrepreneurs in the operation of 
their business activities, and in the mobilization and allocation of the available re- 
sources (financial, technological, and human) in an effective, efficient, and 
flexible basis.’ Additionally, an integral part of any business plan is the disclo- 
sure of information on enterprise finance and governance in such a way as to 
provide a sound basis for an informed assessment by all stakeholders of the feasi- 
bility of the proposed business project and the suitability of the associated 
corporate governance. 

Substantively, a (full-dress) bankable business plan can go to hundreds of 
pages and, depending on the scope and technical complexity of the business activ- 
ity or service under consideration, its preparation tends to be complicated, 
daunting, and time-consuming. In particular, a large number of details and esti- 
mates will have to be given on a wide range of subject matters—from market 
surveys and projections pertinent to the particular industry or sector, elaboration 
on development and operational plans, to detailed specifications as regards man- 
agement objectives and financing matters.” In addition, the plans themselves have 
to address the needs of specific users which, in most cases, are commercial bank- 
ers, Nevertheless, some variations and adaptation are necessary for the typically 
rare occasions when a business plan is used, for example, to raise venture capital 
or to bid for funding support from SME-related programs from government or 
civil society organizations. | 

On the other hand, a dehydrated business plan (5-10 pages in length) can be 
drawn up largely within the firm to cover only the key aspects of the proposed 
business activity or service. Such a plan is required for initial or exploratory fund- 
ing discussions with potential investors or financiers and it may be adequate in the 
case of small loans or when SME entrepreneurs are reasonably well known to the 


‘Effectiveness refers to the extent to which the activities of the firm contribute to the 
realization of its strategic plans and business targets, whether explicit or otherwise. Efficiency 
relates to the degrees of optimality or cost-effectiveness with which the firm’s inputs are 
transformed into outputs. Flexibility denotes the speed with which the firm’s activities evolve 
competitively in response to changing market requirements and expectations, whether or not 
such changes are foreseen or unpredictable. 

4Timmons (1990, 377-97), and Kao and Tan (2001, 57-85), for example, provide details 
of a typical business plan along with some practical exercises for illustration. They describe 
how to prepare the executive summary; conduct market research and analysis; identify 
production and productivity issues to prepare the product design and development plan, and the 
manufacturing and operations plan; and finally, how to deal with management and financial 
matters through the management plan and financial plan, the latter including the company’s 
proposed offering relating to (i) the desired structure and terms of financing, (ii) offering 
sequence, (iii) capitalization details, (iv) proposed uses of funds, and (v) estimated investment 
returns. 
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lenders or investors. For bankers, it can emphasize financial safety, reasonable 
short-term earnings, plus the possibilities of building up a long-term relationship 
(a key part of the reputation collateral). In SME-related programs within the pub- 
lic sector, the business plan can show the full realization of program objectives 
and the long-term contribution to government development and investment priori- 
ties (FC 2003, Kao and Tan 2001). However, for venture capital, the plan has to 
indicate a high rate of return plus the opportunities for a fast exit for the capital 
providers. A review of some 300 projects with venture capital in developing coun- 
tries of Asia and Central and Eastern European economies in transition shows an 
expected average rate of return of 39 percent, and around 30 percent for start-up 
and expansion business projects (Aylward 1998, 17). 

Assuming a favourable outcome from the preliminary interaction with lend- 
ers and investors, a more detailed business plan is necessary for larger projects but 
with more simplification in structure, content, and focus as illustrated in the fol- 
lowing (generic) format of a watered-down SME business plan of between 30-40 
pages long. 


(i) Executive summary (4 pages) 

(ii) Brief history and main characteristics of the industry concerned (2 
pages) 

(iii) History of the company and its products, including mission state- 
ment and business philosophy (2 pages) 

(iv) Market research on the proposed activity, product or service, and a 
brief analysis of SWOT (strengths, weaknesses, opportunities, and 
threats) (2 pages) 

(v) Economic and financial aspects of the proposed business activity, 
product or service (2 pages) 

(vi) Marketing plan, including distribution and sales schedules (3 
pages) 

(vii) Design and development plans (3 pages) 

(viii) Manufacturing and operations plans (3 pages) 

(ix) Management team including structure and personal profiles of the 
principal executives and managers, plus their responsibilities and 
targeted achievements (3 pages) 

(x) Overall planning and production schedules (2 pages) 

(xi) Critical risks, problems, and assumptions (2 pages) 

(xii) Financial plan (including ownership, equity structure, and proposed 
company stock offering, as appropriate) (3 pages) 

(xiii) Attachments and appendices (as needed) 


A good business plan is of critical importance for new, young, or small 
firms because of their typical lack of real asset collateral, equity capital, and credit 
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track record (Jappelli and Pagano 2000a, 8). However, the preparation of a plan to 
the bankable stage is also a learning exercise requiring considerable perseverance 
and as such, many SME entrepreneurs do not find business planning a congenial 
preoccupation while many others fail to plan altogether (Kao and Tan 2001, 54-5). 
On the other hand, the kinds of plans taught in many business management 
schools may impart state-of-the-art know-how but they often have little to do with 
what is needed and practical for SMEs, especially those in the low-income, devel- 
oping economies. Generally, therefore, the skills for designing and constructing a 
business plan are another important weakness in the SME sector and a large num- 
ber of entrepreneurs will require assistance and coaching in the process. All these 
considerations account for the considerable emphasis under the International Fi- 
nance Corporation’s (IFC) Private Enterprise Partnership on building up the skill 
base of both SMEs and DBS providers in financial analysis and modern business 
plan writing, among other focal thrusts in capacity building.” 

In the above context, recent advances in ICT have greatly facilitated the lo- 
gistical aspects of business plan preparation. Dedicated computer software can 
help generate and simulate business planning under varying economic circum- 
stances and financial conditions. Again, the same system approach can be adopted 
in developing a multimedia set of modular toolkits for SME capacity building in 
business plan preparation. Ownership and commitment is also fostered through a 
demand-driven involvement of the SME beneficiaries. In this regard, there is 
again a significant scope for multidimensional collaboration among the same pub- 
lic-private SME stakeholders in the standardization of the structure, contents, and 
focus of an SME-friendly business plan for start-up, expansion, and upgrading. In 
particular, close backstopping of financial-sector personnel and experts will have 
to be secured because such participation will greatly enhance the relevance and 
bankability of the SME business plans to the lending institutions. Indeed, experi- 
ence from the 33 completed SME projects carried out by the World Bank (noted 
earlier) shows the critical importance of having such a linkage or bridge between 
the entrepreneurs and the credit components in the success of program implemen- 
tation (Webster 1991, 47). 


C. Strengthening Institutional Capabilities in SME Credit Evaluation 


Capacity building is also needed on the supply side, in particular, institu- 
tional facilities and expertise in applicant screening and loan project appraisal in 


Established in May 2000, the Partnership is the technical assistance arm of IFC in the 
former Soviet Union. It is jointly funded by donor countries and IFC (US$50 million during 
2000-2003) and provides technical assistance in various areas of business enterprise financing, 
management, governance, linkage, regulation, and development (IFC 2002, 61-7). 
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the credit rating process.“ Credit risk, the most common cause of bank and finan- 
cial institution failures, has motivated financial regulators worldwide to prescribe 
minimum standards for risk management (Greuning and Bratanovic 2001, 135- 
44). Thus, the integrity and credibility of bank lending depends greatly on an ac- 
curate, transparent, and accountable assessment of an acceptable level of existing 
and potential risks in relation to the expected returns.” The sound management of 
credit risk, including that associated with SME lending, is critical to the perform- 
ance of banking institutions, which itself is monitored and rated by the 
supervisory authorities on a number of criteria, including the quality of assets and 
sensitivity to market risks. 

Institutional due diligence means careful loan appraisal and credit history 
screening, processes that become even more complex when SMEs are involved. 
On one hand, small business loans are still regarded as an opaque asset class 
largely because of the lack of risk benchmarks with wide industry usage and ac- 
ceptance within the financial sector, the main reason for the limited securitization 
of such loan portfolios. On the other hand, the margin between incoming and out- 
going cash flow is typically so thin, while the leverage is often so high in most 
financial institutions that small differences in asset quality can affect their sol- 
vency, and through the cascading (or contagion) effect, the stability of the 
financial system itself (Moody’s Investors Service 2000, 14). Given adequate dis- 
closure of financial and governance information in the SME business plan as 
suggested earlier, however, the risks internal to the firm can be assessed through 
(i) record of profitability, such as returns to assets and shareholders’ capital (if 
already in operation) or expected returns after start-up; (ii) capital and ownership 
structure; (iii) liquidity and cash flows, and retained earnings (current or pro- 
jected); (iv) size; (v) activities; and (vi) growth or start-up history. For assessment 


“Credit rating is the assessment of the credit worthiness of an individual or corporation. 
It normally involves the screening of the loan applicant’s history of borrowings and repayments, 
assets, and liabilities as well as the appraisal of the proposed business project. Any weakening 
(improvement) of the counter-party’s finances will cause an impairment (enhancement) of 
credit status. Meanwhile, credit is usually understood as the borrowing capacity of a person or 
company, or as a contractual agreement in which the borrower receives something of value now 
and undertakes to repay the lender at some future date. Thus, credit risk is the possibility of a 
loss taking place because of the counter-party’s failure (for whatever reasons) to meet 
contractual debt obligation. It is thus equivalent to a default risk to the lenders concerned. 

“°As can be seen from the 1997-1998 crisis in East and Southeast Asia, the availability of 
credit rating facilities, and public credit registers and private credit bureaus will not eliminate 
actual loan defaults or default risks to lenders. However, the probabilities of nonrepayment and 
loan delinquency can be lowered through the operation of such facilities and systems. This is 
because, other things being equal, the likely loan defaulters and other bad credit cases will be 
“on-screen” statistically (as with credit risk scoring or Altman’s Z-scoring technique, for 
example) or through their credit footprint. In this connection, an illustration of a variety of poor 
credit risks can be found in Greuning and Bratanovic (2001, 141) while the economic effects of 
credit information sharing are examined in some detail by Jappelli and Pagano (2000a, 10-6). 
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purposes, the first two parameters tend to be given greater weights (up to one half 
of the total).*° There is, however, no hard and fast rule for a typical SME loan to 
equity ratio; such a ratio has been a matter of significant concern in the wake of 
the 1997-1998 crisis.” 

The screening of SME borrowers’ characters and credit footprint becomes 
imperative in cases of insufficient disclosure of financial and governance informa- 
tion, and uncertainties or differences of opinions within the lending institution as 
regards project financial viability. Many lenders also screen applicants of projects 
that have already been rated as having low risk in the financial analysis stage. The 
small base of institutional credit information on SMEs can be enlarged through 
exchanges among finance providers although there are interinstitutional issues in 
this regard, including fears of giving away “white” or positive, and hence poten- 
tially valuable, information to competitors (Jappelli and Pagano 2000a, 9-10). 
More frequently, however, credit information on borrowers is accessed via such 
formal mechanisms such as private credit bureaus (also known as credit reference 
agencies) and/or public credit registers.* In general, the availability and accessi- 
bility of credit information to funding institutions have several positive effects on 


Bringing all the elements together, a typical file for loan appraisal contains the (1) SME 
borrower’s names and contact addresses, and lines of business or industries or sectors; (ii) date 
of credit or overdraft approval, and uses of the disbursed loans and overdrafts; (iii) loan 
maturity date, amount, and applicable interest rates (and currency denomination); (iv) principal 
sources and amounts of repayments; (y) nature and value of collateral or security (on a market 
valuation basis in the case of fixed assets); (vi) total and current liabilities, including principal 
and interest due; (vii) estimated real and contingent liabilities (in case the institutional lender is 
absorbing the credit risk); (viii) record of delinquency, arrears or nonrepayments, if any; (ix) 
brief description of the monitoring activities carried out (within the organization) for the loans 
or overdrafts; (x) borrower’s related financial information—~including trends in the structure of 
assets and liabilities, retained earnings to current liabilities, and other financial ratios with total 
net assets as the denominator; and (xi) notes on sources and uses of outside credit information 
and information referral services concerning the borrower (Greuning and Bratanovic 2001, 
133). 

‘Indeed, there are lending schemes in Asia and Africa with a starting ratio of around 
70/30. The amount of loan capital can then be raised to very close to 100 percent along with the 
build-up of mutual knowledge and confidence between the pertinent firms and their credit 
providers over time (Levitsky 2000, 125). 

48 : 

By and large, private credit bureaus are voluntary (as opposed to legally imposed), 
cooperative entities. They are basically information brokers who rely on the reciprocity 
principle in the collection, filing, and dissemination of information supplied voluntarily by a 
coalition of lenders and bureau members. The information collected is largely consumer- 
oriented. Public credit registers, on the other hand, are data banks created by government 
primarily for supervision purposes. They are mostly managed by the central banking authorities. 
Information is supplied by lenders who, in return, obtain the pooled data for use in their credit 
rating and lending decisions. Because of the reciprocity arrangement, public registries are less 
likely to provide access to their information than their private counterparts. More comparative 
details on these two credit information systems in a cross-country survey conducted by the 
World Bank can be found in Miller (2001, 42-4). 
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financial markets.” Cross-sectional evidence also suggests that bank lending tends 
to be higher, and credit risk lower, in countries where lenders have access to qual- 
ity information on loan applicants (Jappelli and Pagano 2000b, 21-6). 

Several private credit bureaus operate in individual ASEAN members (in- 
cluding Malaysia, Philippines, Singapore, and Thailand) although there are fewer 
public credit registers in the region (e.g., Indonesia, Malaysia, and Viet Nam). In- 
formation from these registers is typically limited by the high reporting threshold 
and selective sectoral focus, thus leaving the middle-market segment, including 
SME lending, and various sources of consumer finance to credit bureaus. These 
credit reference agencies are comparatively a recent phenomenon (except notably 
in Singapore since 1978, and Philippines since 1982), and their data banks are un- 
derstandably more oriented toward consumer (or household) credit rather than 
toward commercial lending, as is also the case in most other countries (Miller 
2001, 43-4). Moreover, the utility of credit bureau information for SME applicant 
screening in ASEAN is further limited by the very low proportion of small entre- 
preneurs with access to bank funding, and their heavy reliance on internal sources 
of funding and grey market loans, as discussed earlier. 

The need for a sound, accessible, and usable credit information and infor- 
mation referral system is pressingly apparent, especially for the middle- and 
small-market segments of commercial lending in the region and elsewhere in the 
developing world. Indeed, in many developed and high-income developing 
economies, credit information bureaus can often serve as credit scoring and rating 
agencies by virtue of their access to diverse and massive pools of information, and 
modern techniques and facilities in risk management.” In this context, the out- 
standing agenda for policy and operational attention is extensive in many parts of 
ASEAN. At one level, a balance has to be struck between personal privacy and 


“Credit information and information exchanges among institutional stakeholders, firstly, 
permit a more accurate prediction of repayment problems and default risks by improving 
lenders’ knowledge of applicants’ character over time, thus speeding up the appraisal pracess; 
secondly, reduce the information “rents” that banks can extract from borrowers (superior 
knowledge entails lower interest charges), thus raising clients’ net returns and incentives to 
perform better; thirdly, serve to discipline borrowers, thus strengthening the incentives to pay 
and perform, and reducing moral hazard problems in the process; and fourthly, discourage 
demand-side overborrowing and excessive debt/equity leverage and financial overcommitments 
systemwide. For a more detailed discussion on these matters, and related implications, see 
(Jappelli and Pagano 2000a, 10-4). 

In Korea, for example, a relatively sophisticated and elaborate system of credit rating 
underpins credit guarantee schemes that are among the largest in the developing world, with an 
outstanding balance of US$28.3 billion as of June 2000. The system has earned substantial 
income from its rating of domestic applications for credit guarantees and of non-Korean firms 
wishing to do business or to establish interfirm networks in the country. Meanwhile, the credit 
standing of SMEs and other firms not listed in any equity market in the Hong Kong, China 
economy can be vetted, on request, by an independent credit bureau (Kang 2002, UNESCAP 
and Asian Development Bank 2002, Levitsky 2000). 
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creditor protection, and between economies of scale in information gathering and 
the prevention of anticompetition collusion in information sharing. There are then 
issues as regards the breadth of credit market coverage, reporting threshold, nature 
(black and white) and extent of information (personal, occupational, social etc.) to 
be recorded, duration of credit record memory and retention, and on-going inter- 
face with credit providers, given the relatively unsophisticated personnel in banks 
in most developing countries.” 

In the context of bank financing operations and procedures, lending func- 
tions are spread throughout the institution and the 1997-1998 crisis underlines the 
great importance of having appropriate systems in place to better monitor and co- 
ordinate (institutionwide) adherence to established procedures and guidelines, 
including those relating to due diligence and lending prudence. This is another 
area in financial corporate governance that has been of significant concern in the 
region. The required action in most instances, however, means better and timely 
enforcement of the laws and regulations that are already in existence. There are, 
moreover, issues relating to insufficient institutional professionalism and initia- 
tives as regards the range and competitiveness of financial products and services 
on offer within the banking system itself (Rodriguez 2002, UNESCAP and Asian 
Development Bank 2002, Urata 2002, Hallberg 2001). In particular, the lending 
process is less than innovative and sophisticated, and a number of options to push 
the institutional productivity frontier forward are examined next. 


D. SME Credit Risk Scoring and Competitiveness Benchmarking 


The availability and accessibility of credit information may induce financial 
institutions to shift gradually from a purely collateral-based lending to a largely 
information-based one, with a greater emphasis on the loan applicants’ track re- 
cord and project financial viability. In fact, a cross-country survey by the World 
Bank indicates the preference of many financial institutions to have access to 
good credit information over collateral because of the adverse publicity, and 
costly steps in possession and disposal in case of default (Miller 2001, 44). More 
immediately, however, operational efficiency and effectiveness (including better 
risk pricing and lower transaction costs) can be further enhanced with the intro- 
duction of modern risk management techniques. Pertinent in this connection are 
the credit scoring system, based on credit and other information, and Altman’s z- 
scoring, derived from selected financial ratios. Both systems facilitate process 
automation, provide meaningful benchmarks to both lenders and investors, permit 
more timely and consistent decision making, and have proved useful as a man- 


`lA more detailed consideration of all these issues can be found in Jappelli and Pagano 
(2000a, 14-24) and the references cited therein. 
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agement tool. All these lead, in turn, to better service, higher asset quality, and in- 
creased productivity (Stein 2001, 2). 


1. © SME Risk Scoring Techniques 


As discussed previously, SME financing is characteristically a high-cost 
transaction because there are numerous applicants whose desired or feasible loan 
sizes are not sufficiently large. On the other hand, the institutional information 
base on applicants is often limited or nonexistent while individual (or manual) 
credit risk assessment is a subjective process and financial interpretations tend to 
vary from analyst to analyst. However, the pooling of data from many credit in- 
formation bureaus created a sufficiently large sample and standardized consumer 
scores appeared in the US more than two decades ago. Credit risk scoring for con- 
sumer lending can now capture at least 90 percent of the measurable risk, and 
credit bureau reports can be purchased for a few dollars each in developed coun- 
tries.” Comparatively, credit scoring for commercial lending in the middle- and 
small-market segments has a much shorter history and is less widely utilized in 
these countries.” Generally, credit risk scoring remains to be developed in most 
Asian developing economies (Miller 2001, 41). 

A credit scoring model assigns different weights to different characteristics 
(criteria) of a loan applicant to predict the likelihood of repayments (and arrears) 
over the loan duration. These weights vary in accordance with the influence or 
impact of specific subsets of these characteristics on the outcome; the weights and 
levels of influence are statistically predetermined from large-sample testing and 
validation. The criteria are many, ranging from age groups, number of dependents, 
residence status, total assets, types of business and years in business; to negative 
file information (thus negative score). The overall score represents the sum of the 
applicable weight values (or rank orderings) given to the pertinent criteria. Con- 
tinuous tracking of the scoring system and its performance will interactively 
provide further improvement to and validation of the criteria and their weights. In 
particular, credit scoring permits lenders (and investors) to trade off a higher ac- 
cept rate (from 75 to 89 percent taken from an actual scoring sample analysis) 
against a higher default level (from 1.7 to 2.3 percent), and vice versa. This 
greatly facilitates the planning and management of a superior strategy in lending 


Such a high degree of confident inference is possible because of the very large sample 
sizes available, for example, in the several hundreds of thousands for bad credit card debts, and 
in the tens of millions of good ones. The low cost of reporting is due to process automation and 
the widespread usage involved (Jappelli and Pagano 2000b, Moody’s Investors Service 2000). 

>The Small Business Scoring System, for example, comprises several models that are 
used by 350 institutional lenders in the US to make some 900,000 lending decision a year 
(Jennings 2001, 6). 
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as a quick response to changing economic conditions or geared to specific catego- 
ries of industries or clients, such as SMEs.™4 

Credit risk scoring depends on the quality of information on the applicant’s 
personal credit footprint. Suitably developed, it can be a useful and efficient tool 
for SME lending and the system has, in fact, been introduced in several develop- 
ing countries, including for micro-lending purposes (Otero and Lopez 2001, 19- 
20). Altman’s z-score model (Altman 1968, 593-606), however, relies instead on 
the corporate financial profile extracted from financial statement data. The bounds 
for scoring applicability extends from around US$100,000 in asset size of manu- 
facturing enterprises up to publicly traded or privately held large companies; the 
lower boundary is well within the upper layer of the small-firm category or the 
medium-enterprise segment in many ASEAN countries. The z-score is the sum of 
the (weighted) products of five ratios—namely working capital to total assets 
(X1), retained earnings to total assets (X2), earnings before interest and taxes to 
total assets (X3), market value of equity to book value of total liabilities (X4), and 
sales to total assets (X5). The original model has subsequently been revised to 
take account of privately held companies (with the book value replacing market 
value of equity in X4, and denoted as z’-score), and nonmanufacturing firms (with 
X5 omitted). A second generation (and proprietary) Zeta model was jointly devel- 
oped by Altman with other collaborators in 1976 and in 1995, the original z-score 
system was collaboratively modified to create a scoring model for emerging mar- 
ket economies.” | 

The scoring operation is simplicity itself. The five variables (or four in case 
of nonmanufacturing companies) are assigned with their relevant weights, or coef- 
ficients, which were previously estimated and validated statistically. If the z- 
score exceeds (or is lower than) a certain value or cut-off point, such as 2.9 (1.81), 
then the publicly traded, manufacturing enterprise concerned falls into the finan- 
cially healthy (bankrupt) zone; any z-score in between these two cut-off points is 
in the gray (or ignorance) area, requiring further analysis in loan decision making. 


3 *By and large, any two identical loan applications will receive virtually the same score, 
another advantage over manual or subjective credit assessment, which may differ among 
financial analysts in any given day as well as with the same analyst in different days. Credit risk 
scoring models can be set up for first-time loans, loan renewals and roll-overs, and portfolio 
operations and collections. For more details on credit scoring, and its design and applications, 
see Jennings (2001), Coffman (2001), and Otero and Lopez (2001). 

The seminal work on z-score by Altman is based on the statistical technique of multiple 
discriminant analysis. For the more details and comparative evaluations on this model and its 
later variants, see Altman (1968 and 2000), and Altman et al. (1977 and 1995). 

“The five statistical coefficients for the z-score (the z’-score) are respectively 0.012 
(0.717), 0.014 (0.847), 0.033 (3.107), 0.006 (0.420), and 0.999 (0.998). The four coefficients for 
nonmanufacturing firms are respectively 6.56, 3.26, 6.72, and 1.05. The cut-off values in the z’- 
score of privately held firms and the nonmanufacturing enterprise z-score are respectively 2.90 
and 2.60 for the healthy zone, and 1.23 and 1.10 for the bankrupt area. 


ct. 
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Models based on z-scoring have correctly predicted 82-94 and 68-72 percent of 
corporate defaults and bankruptcies one and two years, respectively, prior to the 
events in various subperiods during 1969-1999. The accuracy of predictions can 
be improved by 15-20 percent with a tighter or more conservative cut-off score 
(Altman 2000, 22-3). Indeed, comparative surveys have consistently given an 
edge to these models despite the challenge of changing times and the parsimoni- 
ous data requirements. 

As a result, z-score models have assumed not only a benchmark status in 
the literature (including textbooks) on accounting and financial analysis (Moody’s 
Investors Service 2000, 15). Scoring based on these models is now commonly 
used by auditors, courts of law, and management consultancy firms; z-scores also 
form an integral part of many data banks used for domestic and external loan pric- 
ing, lending decision and investment screening, particularly in developed 
countries. Its relevance and applicability deserve careful consideration by finan- 
cial institutions in ASEAN, among other stakeholders concerned with corporate 
financing, including SME lending. However, credit risk and z-scoring indicate 
what is likely to happen over the loan duration but they do not provide the larger 
picture on the factors and forces, both inside and outside the firms, which have 
contributed to the scores so obtained. These factors and forces must also be im- 
puted into (institutional) financial projections and analysis as they can affect asset 
quality, and market and systemic risks (Moody’s Investors Service 2000, 41). 

Thus, information and data banks will have to be set up by, or accessible to, 
financial institutions on such variables as 


(i) nature, relative size, technological dynamism, and competitiveness 
of the industries or markets of importance in terms of loan expo- 
sure; 

(ii) structure and characteristics of enterprises, and their profitability or 
loan default and bankruptcy rates in these industries or markets; 

(iii) | dominance or concentration ratios plus enterprise structure and 
characteristics in complementary and/or competing industries or 
markets; and 

(iv) exposure to, and linkages with, foreign industries and markets (on 
both the supply and demand sides). 


>™Needless to say, there are several other models and empirical studies on corporate 
defaults and default risks in the literature and from financial institutions, including Moody’s 
series of (proprietary) Risk-Cale models for private companies in different sectors as well as for 
different countries. It should also be noted that the outcomes of risk scoring are still far from 
uniform. Retail trade, for example, has the highest default rates in Moody’s rating but one of the 
lowest among smaller companies according to Dun and Bradstreet, another major credit rating 
agency in the US (Moody’s Investors Service 2000, 41). 
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23 Supplementary Benchmarking of SME Competitiveness 


Currently, however, there are virtually no systematic and regular surveys of, 
let alone comparable and up-to-date data banks on, the evolving dynamism and 
competitive potential of the top layers of SMEs even in priority sectors and indus- 
tries within ASEAN. Such an information-gathering exercise is overdue not just 
because, on one hand, it helps to relieve somewhat the structurally chronic and 
acute shortage of data and information on SMEs in this region, as noted earlier, 
but also, on the other hand, learning what a country and its enterprises are, or can 
be, good at producing, is a key challenge to sound financial management and sus- 
tained economic growth (Rodrick 2002, 7a). 

The periodic benchmarking of SME competitiveness is particularly relevant 
in the above context.” It permits the construction of best-practice standards (or 
scores) for the sectors or industries concerned, or for the best-in-class groups 
within a specific sector or industry, against which the performance of individual 
or groups of SMEs (as current or potential borrowers) can be matched and evalu- 
ated. The observed performance deviations (whether progressive or regressive) 
over time may be due to differences in the evolving capabilities and competitive- 
ness within the enterprises under consideration. Such deviations should thus be 
reflected by commensurate adjustments in credit scoring, loan pricing, and lend- 
ing conditions by financial institutions themselves. However, the revealed 
deviations may be attributable to changes (negative or otherwise) in the pertinent 
sector or industry, or in the local or international economic and financial environ- 
ment. In these cases, responsive action and remedial measures are needed from 
government and other domestic and external stakeholders. 

Competitiveness has a foundation at the micro level, whether or not it is 
measured and benchmarked at the industry, sectoral, or national level (Porter et al. 
2001, Meyer-Stamer 1995). To be credible, the data and information for monitor- 
ing and benchmarking purposes have to be obtained in an objective, systematic, 
periodic, and (statistically) robust manner. Given the relatively large-scale re- 
quirements and the frequency (or periodicity) in information gathering and 
analysis, the proposed survey of SME capabilities and competitiveness should 
preferably be carried out as a joint undertaking by public-private stakeholders, in- 
cluding the financial institutions concerned, for resource pooling and cost-sharing 
purposes. The periodic results so obtained can be shared, processed, and analyzed 


"SIn business management, national competitiveness refers to the extent to which the 
overall domestic environment (policy, institutions, infrastructure) is conducive to 
entrepreneurship, innovation, and business initiatives. Industry-level competitiveness is the 
extent to which an industry or sector has the potential to grow and/or to generate an attractive 
return to capital. At the firm level, competitiveness is the effectiveness, flexibility, and 
efficiency in the production and delivery of goods and services at lower costs than those of the 
competitors, or at a price premium over those supplied by other enterprises. 
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in accordance with the specific needs and interests of different partners in the ex- 
ercise. The detailed proposal and framework for the measurement, comparison, 
and benchmarking of SME capabilities and competitiveness over time, made by 
Wattanapruttipaisan (2002a, 70-8 and 84-5), can be modified with reasonable ease 
to yield comprehensive information and data of direct relevance to institutional fi- 
nancial analysis and projections, including for SME credit risk scoring purposes.” 

Briefly speaking, SME capabilities and competitiveness are conceptually 
grouped under seven categories: 


(i) the overall environment in which SMEs operate, denoted as “Nature 
and readiness of firms” (with 12 questions and a proposed relative 
weight of 12.5 percent of the total) 

(ii) the driving force of firms, whether large businesses or SMEs, de- 
noted as “Entrepreneurial characteristics” (13 questions and 20 
percent weight) 

(iii) “Capabilities” (10 questions and 12.5 percent weight) indicative, by 
and large, of the initial conditions and circumstances of the SMEs 
concerned 

(iv) “Competitiveness” (10 questions and 12.5 percent weight) being in- 
dicative of the initial conditions and circumstances of the SMEs 
concerned. In a way, (iii) and (iv) together represent an approxima- 
tion of the CCI in the WEF Global Competitiveness Report (GCR). 

(v) “Production organization” (11 questions and 15 percent weight) to 
serve as a proxy of the potential for productivity upgrading and 
competitive growth of the pertinent SMEs. This category mirrors the 
GCI, which has been introduced by WEF in the annual GCR from 
the 2000 issue. 

(vi) “Finance” (11 questions and 15 percent weight). 

(vii) “Human resource development” (11 questions and 12.5 percent 


weight). 


The survey framework is derived, firstly, from the constituent survey questionnaires for 
compiling the Current Competitiveness Index (CCI) and (since 2000) the Growth 
Competitiveness Index (GCI) from the World Economic Forum (WEF); secondly, from the 
common parameters and prerequisites for SME competitiveness and growth as discussed in 


_ Minoza-Gatchalian (2001), Raneses (2001), Regnier (2000), Tambunan (2000), and Altenburg 


(1999); and thirdly, from various SMEs-related surveys and questionnaires available in APEC 
(2002), Momaya (2001), Tambunan (2000), and UNCTAD (1998). However, these surveys and 
questionnaires are both shorter in length and more limited in scope than the assessment 
framework being proposed for competitiveness benchmarking. 
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IV. CONCLUDING REMARKS 


The development of SMEs has long been constrained by a share of institu- 
tional financing far from commensurate to their critical socioeconomic importance 
in most developing countries. Such an outcome reflects, in part, the various biases 
against the SME sector, which are inherent or still remain in the domestic policy 
and institutional framework. There are a variety of systemic and institutional con- 
straints on SME funding as well. But as was also discussed at length above, SME 
financing problems cannot be resolved just by lending not least because of the 
limited amount of financial resources available for development. These problems 
have to be viewed against a larger backdrop of financial sector growth and mod- 
ernization as a response to the impulses and imperatives arising from the 
increasing complexity of business transactions associated with economic devel- 
opment and global integration over time. However, such a response can be sped 
up and made more innovative by the adoption of a wide range of remedial meas- 
ures, four of which are the focus of the analysis in the text. 

The intractable difficulties in SME lending are due to both demand-side and 
supply-side factors and forces. Generally, banks are the major source of SME fi- 
nancing within the formal financial sector in both developed and developing 
economies. However, SME loans are still regarded as opaque assets and this ac- 
counts for the lack of securitization of the related loan portfolios and the higher 
risk premium on such loans. In the absence of a credit and other track record, 
lending decisions from financial institutions necessarily have to be based on, 
among other considerations, the adequate and systematic disclosure of informa- 
tion on SME finance and governance, plus the availability of a credible or 
bankable SME business plan. Information disclosure and business planning have 
been among the major weaknesses of many SMEs, hence the two proposals, and 
the related provision of capacity building, on the loan demand side made in the 
text. 

On the other hand, the lack of credit information and/or access to such in- 
formation has also considerably hampered banks in the rating of credit and other 
risks from SME financing proposals. Notably in this connection, commercial 
banks in the developed countries used to focus heavily on meeting the operational 
and investment needs of large corporations, and of high-income and upper mid- 
dle-income borrowers. The widespread pooling of credit bureau information and 
the application of modern risk management techniques from the 1970s served to 
revolutionize consumer lending and, to a more gradual extent, commercial loans 
in the middle-and small-market segments. Thus, the two supply-side proposals re- 
lating to the need for greater and more systematic reliance by financial institutions 
on credit information and on credit risk scoring and z-score techniques are made 
against this backdrop. However, there are still risk factors both internal and exter- 
nal to the firms that are not factored in credit scoring but which can impact on 


may. 


to 
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institutional asset quality and risk exposure. Regular surveys of SME competi- 
tiveness for benchmarking (or scoring) purposes are another proposed option to 
provide additional, high quality information for institutional analysis and projec- 
tion of SME credit risks, including those from financing proposals falling in the 
grey or review zones in scoring exercises. 
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Economic Growth, Income Inequality, 
and Poverty Reduction 


in People’s Republic of China 
BOQ. LIN 


The paper proposes a poverty reduction index demonstrating that the selection 
of growth policies should be to maximize the sum of income and inequality 
effects. The empirical results indicate that economic growth in the People’s 
Republic of China (PRC) between 1985 and 2001 was effective in reducing 
poverty but rising inequality reduced the effectiveness of poverty reduction. 
The empirica! results also indicate that initial level of inequality is important in 
determining growth policies for a country whose regions are in different 
development stages. A development stage with low initial inequality will 
achieve greater poverty reduction from growth, whereas a development stage 
with high initial inequality will require a deeper poverty focus. In the current 
stage of economic development in the PRC, economic growth is still effective 
in reducing poverty. Infrastructure projects that support economic growth will 
still lead to poverty reduction, even if the nonpoor might get more direct 
benefits from these projects. Well-designed infrastructure projects with a 
poverty focus will be more effective in poverty reduction. 


I. INTRODUCTION 


The People’s Republic of China (PRC) was one of the world’s most egali- 
tarian societies in the 1970s. However, in the 1990s, the PRC became one of the 
more unequal countries in the Asian and Pacific region and among developing 
countries in general (Riskin 2001). This retreat from equality has been unusually 
rapid. The Gini coefficient was 0.29 in 1981 but increased to 0.39 in 1995 (World 
Bank 1997). The Gini coefficient of inequality in household income rose by 
1.0 percentage point per year between 1988 and 1995 (Knight and Song 2001). 
The process was encouraged by the PRC government’s policy of “letting some 
people get rich first” since the introduction of reforms and opening in 1978.' At 


The “letting some people get rich first” policy was promoted by the PRC government to 


` stimulate economic incentives and activities during the early stage of economic reforms and 


opening in 1978. It was a major policy initiative that started the impressive economic growth 
and the rapid retreat from equality in the PRC. 
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the same time, the PRC’s poverty reduction efforts have been a great success. The 
poor in rural areas were reduced from 250 million in 1978 to about 26.4 million in 
2001, and the rural poverty incidence rate decreased to 3.3 percent,” mainly sup- 
ported by rapid economic growth. The average annual rate of growth of gross 
domestic product (GDP) was 9.8 percent during the 1980s, 9.7 percent during the 
1990s, and 9.5 percent in 1979 and 2001. Per capita GDP increased almost six 
times between 1978 and 2001.7 

Economic growth explains much of the PRC’s record of success in poverty 
reduction since 1978. Both over time and across regions/provinces, the growth in 
per capita GDP has been closely associated with the pace of poverty reduction. 
Available evidence confirms that the growth effect on poverty in the PRC has 
been substantially influenced by the regional and sectoral composition of that 
growth. The slower than national average growth in the poor western regions ex- 
plains the increasing regional concentration of poverty. In addition, uneven 
growth in agriculture, the main source of income for the rural poor, has contrib- 
uted to differences in the rate of poverty reduction between rural and urban areas. 
Poverty reduction has been slower where agricultural growth has lagged, and 
faster where agricultural growth has more or less kept pace with the growth in 
other sectors. Further, uneven infrastructure development has contributed to both 
the increased regional concentration of poverty and rural poverty. 

The reliance of rapid economic growth on infrastructure investment is evi- 
denced by the close relationship between the growth of fixed investment for 
infrastructure development and GDP growth. Particularly since 1997, economic 
growth in the PRC has been supported by a series of fiscal stimulus measures fo- 
cusing on infrastructure investment.’ The government’s strategy of infrastructure 
development is a main factor for sustaining the 7 to 8 percent GDP growth in the 
short to medium term. The traditional view of infrastructure investment rests on 
the assumption that its relationship with the poor, if any, is indirect via growth in 
the economy. For a road or power project, the nonpoor will receive more direct 
project benefits, as they usually consume proportionally more of the project out- 
puts. There is clear evidence that infrastructure investment supported economic 
growth in the PRC. But did it lead to poverty reduction? : 

The PRC’s experience seems to indicate that an effective way to reduce 
poverty is to increase the average income that could lower the absolute number of 


The current official rural poverty line is Yuan 625. Using a poverty line of $1 a day 
applying purchasing power parity (PPP) or caloric methodologies, the poverty population will 
be about 90 million or 11 percent of the rural population (Wu 2003). 

*The low population growth also contributed to the rapid growth in per capita income. 
The annual population growth rate was only 1.24 percent during the period. 

“Government has committed itself to supporting the economy through funds raised via 
bond issuance. For example, the fixed asset investment for infrastructure development grew by 
15.1 percent in 1999, 
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poor people. A recent World Bank study by Dollar and Kraay (2001) states that 
the income of the poor rises one for one with overall economic growth. This im- 
plies proportional benefits of growth for the poor and for the nonpoor. It also 
implies that growth, regardless of its nature, is good for the poor. However, many 
economists believe that world poverty has remained at a higher level largely due 
to worsening income inequality (Ahluwalia 1974), although there is no conclusive 
evidence to suggest that inequality has actually worsened significantly over time 
in a large number of developing countries (Fields 1988). 

If poverty is defined in terms of capabilities (Sen 1981 and 1984), reducing 
poverty may imply, for example, an improvement in nutritional and health status 
and educational attainment. A rise in the overall income level may not guarantee a 
reduction in malnutrition, illiteracy, and disease. Even if we define poverty in a 
narrow sense,” growth will not always lead to poverty reduction. Economic growth 
could be achieved by adopting different policy measures and every set of growth 
policies will have a varying impact on inequality. The effectiveness of growth in 
reducing poverty, therefore, will be affected by how income is distributed. 

In this study, we focus on poverty analysis using the narrow definition, i.e., 
degree of poverty depends on two basic factors: average income and inequality. A 
positive growth with no change in inequality will certainly reduce poverty. If the 
rise in average income is accompanied by distributional changes in favor of the 
poor, poverty will be reduced to a greater extent. On the other hand, if growth is 
accompanied by worsening income inequality, poverty may not decline, or in ex- 
treme cases, may in fact rise. Therefore, to assess if growth leads to poverty 
reduction and to understand the extent how growth reduces poverty, this paper 
utilizes the methodology of decomposition of poverty impact into two compo- 
nents: change in average income and change in inequality.° 

Because (i) poverty in the PRC is largely a rural phenomenon,’ and (ii) ur- 
ban income is distorted and seriously underestimated (Shi 2001), this paper 
focuses on rural poverty. Two main questions the paper tries to analyze are: 
(i) how the rise in average income and the change in inequality affected poverty 
reduction, and (ii) if inequality increased during the study period, did it lower the 
effectiveness of growth in reducing poverty. 


‘Poverty in a narrow definition refers to the poor who earn income less than or equal to a 
certain benchmark income level (the poverty line). 

fRavallion and Huppi (1991) have attempted to measure separately the impact of changes 
in mean income and income inequality on poverty by a regression model explaining poverty in 
terms of mean income and Gini index. First, this procedure is not very accurate and second, it 
requires an enormous amount of data. The methodology developed in this paper provides an 
alternative way of separating the effects on poverty of mean income growth and changes in 
inequality. 

"There is growing concern on rising urban poverty due to state-owned enterprise reforms 
that lead to urban unemployment. However, urban poverty is not considered an important issue 
under the current official poverty line. 
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Section II discusses in detail the methodology of decomposition of growth 
effect and proposes a poverty reduction index. In Section III, the paper applies the 
methodology to survey and other official data to analyze rural poverty reduction in 
the PRC from 1985 to 2001. Section IV analyzes what policies led to the kind of 
growth process that had a diminishing marginal effectiveness on poverty reduc- 
tion. Section V concludes. 


Il, MODEL 


A poverty measure using the narrow definition of poverty can be expressed 
in terms of the level of income relative to a fixed benchmark poverty line z, and 
the income distribution. The poverty level at time 4, can be written as: 


P= Ply He Li) 


Keeping the poverty line z fixed over time, we can rewrite the equation as: 


P= Pll, Li) (1) 


The total change in poverty is the difference between the poverty levels ob- 
served in the two time periods, say 0, and 1. 


Pi ~ Po = Pn, L1) — Pto, Lo) (2) 


Therefore, the total change in poverty is due to a change in mean income 
(u) and/or a change in inequality, represented by a change in the Lorenz curve (Z). 
To determine how much of the total change in poverty is brought about by each 
type of change, we need to calculate some “intermediate or hypothetical” levels of 


poverty: 
Pio = Py, Lo) and Po = Po, Li) 


These are referred to as hypothetical poverty levels because these poverty 
levels are not observed historically. They indicate what would have been the pov- 
erty level (Pio) if the mean income had changed from jp to 4; without any change 
in inequality, and what would have been the poverty level (Po) if the Lorenz 
curve had been changed from Lo to Lı without any change in the mean income. 
Using these intermediate poverty levels, the total change in poverty can be de- 
composed in several ways. Kakwani and Subbarao (1990) carried out the 
decomposition in the following way: 


Pı ~ Po = (P10 — Po) + (P1 — Pio) (3) 


E- 
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Jain and Tendulkar (1992) proposed an alternative way: 
P,— Po = (Pi — Poi) + (Poi — Po) (4) 


The first term on the right hand side of Equations (3) and (4) presents the 
growth component, which gives the growth impact on poverty from changes in 
mean income. The growth component in Equation (3) is measured by holding ine- 
quality fixed at time t = 0, while in Equation (4) growth is measured by holding 
inequality fixed at time ¢= 1. Similarly, the second term in Equations (3) and (4) is 
the inequality component, which gives the poverty impact due to change in ine- 
quality, holding mean income fixed at time ¢ = 1 in Equation (3) and time ¢ = 0 in 
Equation (4). The growth and inequality components measured in Equation 
(3) differ from that measured in Equation (4). Since there is no theoretical basis to 
prefer the base year to the final year as the benchmark, we have no reason to pre- 
fer the decomposition in Equation (3) to that in Equation (4) or vice versa. 

However, the above approach was criticized on the grounds that the decom- 
position is not path-independent. The reduction in poverty due to a change in the 
mean income (inequality) depends on whether the inequality (mean income) is 
held fixed at time ¢ = 0 or ¢= 1. To make each component path-independent, Jain 
and Tendulkar suggest that the decomposition should be: 


Pi — Po = (Pio — Po) + Poi —Po) +R (5) 


where R is the residual, which is the difference between the growth (inequality) 
components evaluated at the final and initial inequality (mean income level). In 
this case, each parameter is changed holding the other parameter fixed at time £0, 
yielding the sequence in which the changes are calculated irrelevant. However, 
this path independence property is obtained at a cost. The decomposition in Equa- 
tion (5) is partial in the sense that the two components do not add to the total 
change and the equation contains a residual. Intuitively, if the total change in pov- 
erty can be expressed fully by the change in income level and inequality, there is 
no reason why the decomposition should have any residual. The decomposition in 
Equation (3) and Equation (4) are full but not path-independent, whereas in Equa- 
tion (5) it is path-independent but has a residual. In this study, we use a simple 
way to address the problem. From Equations (3) and (4), the total change in pov- 
erty can be rewritten as: 


Pı — Po = [(P10 — Po) + (P1 — Po1)]/2 + [(P1 — Pio) + (Poi — Po)l/2 (6) 
Using the decomposition, we take the average of the two components; one 


presents the growth effect on poverty due to a change in the mean income keeping 
inequality fixed at time ¢ = 0 and the second gives the growth effect on poverty 
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keeping inequality fixed at time ¢ = 1. We apply the same method for averaging 
the two inequality components; one gives the growth effect on poverty due to a 
change in inequality keeping mean income fixed at time ¢ = 0 and the other gives 
the growth effect on poverty keeping mean income fixed at time t = 1. The advan- 
tage of this method is that the decomposition becomes not only free of the 
sequence in which the different components are calculated but it also becomes 
complete. There is no residual or unexplained part of the total change. 

Equation (6) analyzes how the gains from growth are distributed across 
households, in particular, if an economic growth benefits the poor, and if so, to 
what extent. The first term in the right hand side, which captures income effect 
keeping inequality constant, is the income component; the second term is the ine- 
quality component. Let AP=P;—Po, AG = [(P1o — Po) + (P1 — Poi)]/2, and Al = [P 
— Pio) + (Po: — Po)]/2, we have: 


AP = AG + AI (7) 


We can calculate the inequality component by fixing the mean income to a 
poverty line. One should note that it is possible that while the distributional 
changes are “pro-poor”, there is no absolute gain to the poor, and “pro-rich” dis- 
tributional shifts may have come with large absolute gains to the poor (Ravallion 
and Chen 2001). It is common to compare mean incomes across the distribution 
ranked by mean income. This is referred to as “Pen’s parade” (Pen 1971). To as- 
sess if a growth is poverty-reducing, a natural step from Pen’s parade is to 
calculate the growth rate of the poorest quintile in terms of mean income.? Con- 
sidering that there is a positive growth rate go; percent between periods 0 and 1, 
poverty elasticity can be defined as: 


n= AP /go1 (8) 


Poverty elasticity (y) is the proportional change in poverty from a positive 
growth rate of 1 percent. We define yg = AG /go; and m = AI /go; and rewrite 
Equation (8) as: 


n=NG + mH (9) 


Equation (9) shows that the change in poverty caused by a 1 percent growth 
is the sum of yg and m. where yg is the income effect and m is the inequality ef- 
fect. yo is always negative, indicating that growth will reduce poverty when 
inequality does not change. m can be either negative, zero, or positive. If m is 


"Dollar and Kraay (2001) tested whether aggregate growth is “good for the poor” by 
calculating the growth rate of the mean income of the poorest quintile. 
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negative, growth has led to a change in income distribution in favor of the poor 
and therefore is strictly pro-poor. If 7 is zero, growth has not led to a change in 
inequality making everyone better off and reducing poverty. When 7 is positive, 
the change in inequality 1s in favor of the rich and has a negative impact on pov- 
erty reduction. We now define a poverty reduction index: 


®= y /ng= (na + m/tg= 1+ nha (10) 


® will be greater than 1 if 7 < 0, meaning, growth leads to higher income 
and a better income distribution, and is strictly pro-poor. If 4 = 0 and ® = 1, 
growth leads to higher income for all while keeping inequality constant. If 
0<®<1, it requires Th > I and implies that even if 4 > 0, poverty generally 
declines due to growth. If 7 > 0, DA < A , and ®<0, growth hurts the poor and 
increases poverty. 


Tif, EMPIRICAL ANALYSIS 


The methodology developed in the foregoing section is applied to assess the 
impact of economic growth in the PRC on poverty using survey data for the period 
1990 to 2001. For convenience of ranking effectiveness of poverty reduction, we 
propose a set of value judgments for the poverty reduction index (®). If 


(i) ® < 0, growth is antipoor 

(ii) ® = 0, growth is neutral in poverty reduction 

(iii) 0 < © < 0.5, growth is weak in poverty reduction 

(iv) 0.5 < © < 1.0, growth is effective in poverty reduction 

(v) ® > 1.0, growth is effective in poverty reduction and is pro-poor 


The poverty reduction index is the sum of income effect and inequality ef- 
fect in a given time period. When ® = 0, economic growth does not lead to 
poverty reduction, or the growth effect on poverty reduction is offset by a negative 
inequality effect. When 0 < ® < 1, though the economic growth is accompanied 
by worsened inequality, the income effect dominates and the growth is poverty re- 
ducing. We consider that when 0.5 < ® < 1.0, growth is effective in poverty 
reduction, as it indicates that substantial poverty reduction happens due to either 
high growth effect or low inequality effect. When © = 1.0, growth is effective in 
poverty reduction and does not worsen income distribution. When ® > 1.0, growth 
is effective in poverty reduction and is pro-poor, as growth enables the poor to 
benefit proportionally more than the nonpoor (Pernia 2003). The poverty reduc- 
tion index could be easily computed and the data requirements for computing ® 
are not demanding. 
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The study used a poverty line of Yuan 1,000 in 2001 constant price for rural 
households.’ The data used in this study are obtained from: (i) 1985 Rural House- 
hold Survey, (ii) Rural Statistical Yearbook (various issues), (iti) Statistical 
Yearbooks of China (various issues), (iv) Rural Yearbooks (various issues), and 
(v) data provided by the China National Statistical Bureau. Rural consumer price 
index, per capita net income, and other important socioeconomic indices of rural 
households are also used in calculating the proportion of per capita net income of 
rural households and cumulative income distribution. 

We assume that income distribution is lognormal based on the following 
considerations: (i) the hypothesis of income following lognormal distribution is a 
common procedure in economics (Dollar and Kraay 2001); and (ii) the empirical 
density curve of income of rural households, which is plotted by the 1985 rural 
household survey data, is indeed lognormal (Figure 1). 


Figure 1. Per Capita Net Income Density of Rural PRC 
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*If the $1 per day “international” poverty line is used, the rural poverty line is estimated 
to be Yuan 960. The Yuan 1,000 poverty line for rural areas used in this paper follows the 
design of the survey data. 
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The second issue, consequently, is how to estimate log income mean (u) 
and standard deviation (0). Using the average of per capita net income and log- 
normal density relationship, we have: 


pir ing (11) 


We consider cumulative income proportion as cumulative distribution func- 
tion (CDF) of lognormal. Using lognormal density for given probability function 
(P), we have 


1 x} (in(t}-)* 
P= ze 2 dt 12 
ON 2Y Í t (12) 





Combining Equations (11) and (12), we can resolve u and o series for a 
given CDF and P.”° The income series was adjusted at 2001 constant price. The 
Foster-Greer-Thorbecke poverty measures (FGT) (Foster et al. 1984) distinguish 
among the poor according to how far away from the poverty line their income falls 
and can, therefore, be considered as measures of depth of poverty. In this study, 
we use FGT for which a < 2 in a continuous form of FGT poverty measures is 
given by: 


Tq = (7 fody (13) 
Z 


Table 1 presents the estimates of poverty measures and Gini coefficients in 
the PRC for 1985, 1990, 1995, and 2001. The poverty incidence ratio has declined 
substantially, from 57.85 percent in 1985 to 15.44 percent in 2001. The impressed 
poverty reduction is also evidenced by the measurements of the income gap ratio, 
the poverty gap, and FGT. The income gap ratio decreased from 0.34 to 0.26, pov- 
erty gap ratio from 19.00 in 1985 to 3.43 in 2001, and FGT index from 8.37 in 
1985 to 1.03 in 2001. However, the Gini coefficient, which reflects the degree of 
inequality, increased from 0.23 in 1985 to 0.35 in 2001." The increased inequality 
during this period is confirmed by the Lorenz curves in Figure 2. 


For a given year, u and o used to simulate Yuan 1,000 per capita income series are their 
means (for 2000, u is 7.62, o is 0.62). The simulation income series was adjusted by rural 
consumer price index. 

"This is consistent with 1.0 percent per year increase in Gini coefficient of inequality 
estimated by Knight and Song (2001). 
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Table 1. Poverty Measures and Gini Coefficients 


Unit 1985 1990 1995 2001 
Poverty Incidence (headcount, H) percent 57.85 40.08 25.48 15.44 
Income Gap ratio I percent 0.34 0.29 0.27 0.26 
Poverty Gap (PG=H*]) percent 19.00 11.76 6.89 3.43 
FGT percent 8.37 4.75 2.56 1.03 
Gini Coefficient 0.23 0.29 0.33 0.35 

Figure 2. Lorenz Curves for Rural PRC in 1985, 1990, 1995, and 2001 
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Decomposing the poverty reduction index into the income and inequality 
components, the Lorenz function parameters a, b, and c were estimated by regress- 
ing [1-L(p)/L(p) on (p*-L), @-1)L and (p-L).” The regression results were used 
to recalculate poverty measures, which are consistent with the corresponding val- 
ues presented in Table 1. The rule used in determining regression sample ranges is 
to minimize poverty measurement errors. Based on this, other parameters were 
also estimated. For the different combinations of mean income and Lorenz curve, 
various hypothetical poverty levels were calculated, indicating what would have 
been the poverty level (Pio) if mean income had changed from zo to xı without 
change in inequality, and what would have been the poverty level (Po;) if the Lo- 
renz curve had changed from L; to Z, without change in mean income. Equation 
(6) is used to calculate poverty decomposition presented in Table 2. 


Table 2. Poverty Impact Decomposition for Rural PRC 


Ratio of 
Total Inequality 
Change in Growth Inequality Component to 
Poverty Component Component Growth 
Periods (percent) (percent) (percent) Component 
Headcount Ratio (H) 
1985-1990 -17.77 -18.88 1.12 -0.06 
1990-1995 -14.61 -16.62 2.01 -0.12 
1995-2001 -10.04 -13.81 3.77 -0.27 
1985-2001 -42.41 -47.79 5.38 -0.11 
Poverty Gap (PG) 
1985-1990 «7.25 -8.18 0.93 -0.11 
1990-1995 -4.86 -6.21 1.34 -0.22 
1995-2001 -3.47 -4.83 1.36 -0.28 
1985-2001 -15.58 -19.12 3.54 -0.19 
Foster-Greer-Thorbecke Class (FGT) 
1985-1990 -3.62 -4.26 0.64 -0.15 
1990-1995 -2.19 -2.99 0.80 -0.27 
1995-2001 -1.53 -2.13 0.60 -0.28 
1985-2001 -7.34 -9.56 2.22 -0.23 


'21¢ we have observations for the entire population, poverty and inequality measures 
could be computed directly. In practice, however, only a certain number of survey data points 
are available. It is necessary to specify a functional form for the Lorenz curve and use 
econometric methods to estimate the parameters underlying the functional form. There are many 
possible specifications of the Lorenz curve in literature. In this study, we use the general 


quadratic model: ax” + bxy + dy? +ex+ev +f =0 
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The empirical study yields several important results. First, poverty impact 
decomposition using different poverty measures in Table 2 have consistent results, 
indicating that, between 1985 and 2001, growth had led to significant poverty re- 
duction but worsening inequality had a negative impact on poverty reduction. The 
poverty headcount is estimated to decline by 42.41 percent between 1985 and 
2001, with 17.77 percent between 1985 and 1990, 14.61 percent between 1990 
and 1995, and 10.04 percent between 1995 and 2001. Second, the impact of 
growth on poverty reduction has declined over time. The impact of growth on 
poverty reduction in 1985 and 1990 was more effective than that in other periods. 
The negative impact on poverty reduction from inequality has increased over time. 
The increase was usually rapid in a period of 15 years. Using the headcount ratio, 
the inequality component made growth only 6 percent less effective in poverty re- 
duction in 1985 (11 percent by PG, and 15 percent by FGT). This increased to 
about 27 percent in 2001 and should serve as a warning to policymakers. 


Table 3. Poverty Reduction Index 


Poverty 
Year Poverty Explained by Explained by Reduction 
l Elasticity Growth Inequality Index 
Headcount (H) 
1985-1990 -0.64 -0.68 0.04 0.94 
1990-1995 -0.47 -0.54 0.06 0.88 
1995-2001 -0.27 -0.37 0.10 0.73 
1985-2001 -0.33 -0.37 0.04 0.89 
Poverty Gap (PG) 
1985-1990 -0.26 -0.30 0.03 0.89 
1990-1995 -0.16 -0.20 0.04 0.78 
1995-2001 -0.09 -0.13 0.04 0.72 
1985-2001 -0.12 -0.15 0.03 0.81 
Foster-Greer-Thorbecke Class (FGT) 
1985-1990 -0.13 -0.15 0.02 0.85 
1990-1995 > -0.07 -0.10 0.03 0.73 
1995-2001 -0.04 -0.06 0.02 0.72 
1985-2001 -0.06 -0.07 0.02 0.77 


Applying the poverty reduction index, we can provide in Table 3 an as- 
sessment of the effect of growth on poverty reduction in the PRC between 1985 
and 2001. Among the three poverty measurements, poverty elasticity is highest us- 
ing the headcount measure. After decomposition, the resultant poverty reduction 
indexes are consistent using all three poverty measurements. On average, growth 
in the PRC was effective in reducing poverty (® > 0.77) between 1985 and 2001 
even with rapidly worsening inequality. Growth was very effective in poverty re- 
duction between 1985 and 1990 with ® > 0.85. But the effectiveness of growth on 
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reducing poverty has been diminishing as the inequality effect increases over time. 
This is indicated by the poverty reduction index of about 0.73 between 1995 and 
2001. 

The effectiveness of growth in poverty reduction depends on the initial 
level of inequality in different time intervals. Between 1985 and 1990, growth was 
very effective in poverty reduction with effectiveness (Ù) as high as 0.94 using the 
poverty headcount, due to the low initial mequality in 1985 (Gini coefficient of 
0.23). But from 1995 to 2001, effectiveness has declined substantially to 0.73 us- 
ing the poverty headcount, due to the higher initial inequality (Gini coefficient of 
0.33 in 1995). 


IV. INCREASING INCOME INEQUALITY IN ECONOMIC REFORMS 
AND TRANSITION 


This section focuses on the factors that have led to the kind of growth proc- 
ess with diminishing marginal effectiveness on poverty reduction during the 
economic transition in the PRC. Prior to the 1978 economic reforms, the PRC was 
an egalitarian society, save for its rural-urban gap. There were many factors con- 
tributing to the high degree of equality in the PRC. First, the institutional 
arrangement of a socialist system is characterized by public ownership of the 
means of production. Especially from 1949 to 1956, with the gradual enforcement 
of public ownership, the people did not have property income except some interest 
earnings from a small amount of savings. Second, the policymakers believed that 
social equality is an important objective of socialism. The policy of emphasizing 
capital accumulation was adopted and wages were kept low and largely equal 
across sectors. Third, the egalitarian ideology of “worry about inequality but not 
scarcity” long existed in the PRC’s traditional culture that emphasized equality 
over efficiency. The Gini coefficients of income distribution before the reforms 
were lower than that of most other countries. The Gini coefficient on average was 
below 0.20, while in the rural areas it was estimated at about 0.21." 


A. Important Features of Inequality in Economic Transition 


The increase in inequality in the PRC was faster than originally anticipated 
at the outset of the reform. Table 4 presents official rural Gini coefficients from 
1978 to 2000, Income inequality in rural areas increased substantially during the 
period. The rural Gini coefficient rose from 0.21 in 1978 to 0.35 in 2000. Table 4 
also indicates that the income gap between urban and rural residents narrowed in 
the early 1980s and then widened again beginning in the mid-1980s. This is be- 


The urban Gini coefficients in many developing countries were between 0.37 and 0.43 
and the rural Gini coefficients between 0.34 and 0.40. 


118 ASIAN DEVELOPMENT REVIEW 


cause the 1978 economic reforms started in rural areas and benefited the rural 
population more in this period. Rural per capita income as a percentage of urban 
real per capita income increased to 54 percent in 1985, but by 2000, it had re- 
turned to the pre-reform level of 35 percent. In addition, regional disparities have 
been also increased since the reforms. 


Table 4. Gini Coefficients in the Rural Areas and Rural 


and Urban Income Per Capita 
Year Rural Gini Coefficients Rural Per Capita Income as 
Percentage of Urban 
Per Capita Income 
1978 0.21 38.9 
1980 0.24 40.1 
1985 0.23 53.8 
1990 0.31 45.4 
1995 0.34 36.8 
2000 0.35 35.9 


Source: China National Statistical Bureau. 


One interesting feature of the PRC’s rural poverty is that individual and 
family characteristics appear to be less important than in other developing coun- 
tries in explaining poverty. There are several reasons for this phenomenon. First, 
within villages, the egalitarian access to economic assets that began in the 1950s 
and continued through the period of collective production in the early 1980s lim- 
ited the asset-based income inequality. In particular, land-use rights (not 
ownership) are equally distributed, and there are few, if any, landless farmers. 
This contrasts sharply with other developing countries such as India where a large 
percentage of the rural poor are landless labors. Moreover, access to social ser- 
vices such as education and medical care in the PRC tends to be village-, not 
family-, specific. Second, because of the compulsory system of primary and sec- 
ondary education, most children receive basic education and become literate. 
Third, continued state control of some major agricultural inputs, such as fertilizer, 
and some major outputs, reduce opportunities in these markets. Finally, in many 
areas, collectives directly control or strongly influence the access to many forms 
of nonagricultural employment in an attempt to spread jobs among local families. 

An important aspect of inequality in the PRC is the larger regional inequal- 
ity between rich and poor provinces. In general, poverty is concentrated in 
mountainous areas, primarily in several ranges and high plateaus that define the 
western boundary of traditional Han agricultural areas, and in the Northern PRC 
plain. More than 60 percent of the rural poor live in the border provinces such as 
Gansu, Guizhou, Guangxi, Inner Mongolia, Ningxia, Qinghai, Sichuan, Xinjiang, 
and Yunan. Despite the low population density in these areas, poverty incidence 
was much higher than the national average. For example, 23 percent of the rural 
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population in Gansu and 27 percent in Xinjiang lived below the poverty line in 
1996. Another pocket of poverty is the Northern PRC Plain, where the poor ac- 
count for 22 percent of the national total. This area includes Hebei, Henan, 
Shanxi, and Shannxi, where natural resources, particularly poor soil and scarce 
water, are the major reasons for high concentration of the rural poor. 

The PRC rural-to-urban income ratio in 2000 was only 35.9 percent, lower 
than 38.9 percent at the beginning of the economic reforms of 1978. If subsidies 
and other implicit incomes for the urban residents were included, the PRC could 
have the largest income gap between the rural and urban sector in the world (Li 
Shi 2001). As in most of the developing countries, the rural-urban income gap was 
caused by a dual economic structure: the coexistence of a modern industrial sector 
(urban) and a traditional agricultural sector (rural). Unlike other developing coun- 
tries, however, there have been specific features for the rural-urban gap in the 
PRC. Historically, low purchasing prices for agricultural products that were used 
to accumulate funds for industrialization, and strict control over urban resident 
household registration that prevented the migration of rural populations into the 
urban areas were the specific policies responsible for the large rural-urban gap. 
The economic reforms that led to the PRC’s impressive economic growth did not 
address the rural-urban gap. 


B. Factors Affecting Inequality and Poverty Reduction 


Many economists have tried to explain increasing inequality as a natural re- 
sult of the early stages of economic development, as hypothesized in Kuznets’s 
inverted U-shaped time path of distribution (Kuznets 1955). In general, the PRC’s 
experience indicates that growth supported by different reform agendas led to very 
different results in inequality. The PRC’s economic reforms started in rural areas. 
Table 4 showed that the rapid development of agricultural production from 1978 
to 1984 actually narrowed the income gap between the rural and urban areas as the 
rural-urban income ratio increased from 38.9 to 53.8 percent, but had a small im- 
pact on rural inequality, as the rural Gini coefficient increased from 0.21 in 1978 
to 0.23 in 1985. The growth in agriculture during this period was largely due to the 
freedom and incentives in agricultural production provided by rural institutional re- 
forms and increases in agricultural prices. 

The subsequent economic reforms focused on industrial development, which 
led to rapid economic growth and increasing inequality. By 2000, the rural Gini 
coefficient increased to 0.35 and the rural-urban income ratio decreased to 35.9 
percent. All these happened in a relatively short period of 15 years. What are the 
main factors that contributed to the rapid deterioration of income inequality in the 
PRC? We focus on the main factors affecting income distribution in the areas of 

. i) economic reform and institutional changes, and (ii) economic policies. In Table 
`- 5, some main factors are identified and their impacts (positive or negative) are 
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assessed. As these factors could be interrelated, it is difficult to quantify their 


Table 5. Main Effects of Economic Growth, Reform, and Policy on Income Inequality 


Rural Inequality Urban and Rural 
Inequality i 
Economic Reforms/Institutional Changes 

Price reform in favor of rural areas 
Household responsibility system in rural areas 
Internal flow of rural labor 
Other reforms supporting agricultural development ~ 
Allowing private sector development + 
State-owned enterprise reforms + 
Rent-seeking activities and corruption + 


+i ++i 
) 


+ 


Policy Choices 
Low purchasing price for agricultural products 
Net taxation of the rural sector 
Rural taxes and fees 
Subsidies to urban residents 
Note: “+” represents the increase of inequality; “—” represents the decrease of inequality. Some effects 
on inequality are difficult to assess and have been left empty. 


+++ 
+++ + 


1. Economic Reforms and Institutional Changes 


The key to the PRC’s high and sustained growth has been the economic re- 
forms that preserve political stability, which have provided a business 
environment encouraging domestic and foreign direct investment. However, to en- 
sure political stability, the PRC adopted a gradual approach to economic reforms, 
which led to the coexistence of two economic systems (planned system and mar- 
ket system), and a dual price system (planned prices and market prices). The 
PRC’s economic reform started in 1978 was the starting point of the growth proc- 
ess. The initial reforms focused on the rural sector. In particular, reforms on 
agricultural prices and the household contract responsibility system were imple- 
- mented in the rural areas, which were widely beneficial to rural households and 
decreased the inequality between the rural and urban areas. However, income ine- 
quality in the rural areas also increased as incentives and efficiency improvements 
brought about by the reforms helped some hardworking, more market-oriented 
farmers become “rich” first. Allowing internal flow (rural to urban) of rural labor 
played an important role in reducing the rural-urban and regional inequalities, but 
increased rural inequality as migrant laborers usually earned higher income than 
farmers. | 

Since the mid-1980s, reform of state-owned enterprises (SOEs) and private 
sector development have so far had the largest impact on income inequality in the 
PRC, including rural, rural-urban, and regional inequalities. The SOE reform and 


2 ON, F ; 
f 
: 


ECONOMIC GROWTH, INCOME INEQUALITY, AND POVERTY REDUCTION 

IN PEOPLE’S REPUBLIC OF CHINA 121 

restructuring were the main causes of urban unemployment. In rural areas, allow- 
ing and encouraging nonagricultural, private sector development (nonfarm 
opportunities and incomes) was the main cause of rural inequality. The reforms 


‘and institutional changes in the PRC also provided opportunities for rent-seeking 


activities and corruption. Not much research has been done on the distribution of 
rents. However, it is universally acknowledged that rent-seeking activities and 
corruption lead to income inequality. In particular, rent-seeking activities and cor- 
ruption have led to the loss of state assets. This also contributes to increasing 


_ inequality. 


2. Policy Choices 


In addition to economic reforms and institutional changes, certain economic 
policy choices also affected the effectiveness of poverty reduction. In the initial 
stage of the economic reforms and transition, the policy of encouraging people to 
get rich “first” was intended to overcome the egalitarianism of the socialist system 
and promote efficiency with stronger incentives to facilitate economic growth. 


‘However, this policy unavoidably promoted income inequality. Traditional low 


purchasing prices for agricultural products, the high tax burdens on farmers, and 
the high subsidies and benefits for urban residents have not been effectively ad- 
dressed in the economic transition and contributed to increasing inequality. Rural 
inequality and rural-urban inequality increased substantially from the mid-1980s 
to the mid-1990s (Table 4). 

Taxes and subsidies are the two important tools in redistributing income and 
decreasing inequality. A fundamental prerequisite of an effective tax policy is that 
income needs to be transparent. However, personal income in the PRC has not 
been transparent and often underestimated, particularly for the higher. income 
groups. In the urban areas, although a progressive income tax was adopted, higher 
subsidies were also provided to the higher income groups. The net tmpact of pro- 
gressive taxation has been marginalized, particularly in rural areas where the poor 
and the rich pay almost the same amount of taxes and fees. The government’s pol- 
icy of net taxation for the rural sector and net subsidies for the urban sector further 
worsened the increasing rural-urban inequality resulting from unequal economic 
growth. The relatively high tax burden in rural areas has slowed down poverty re- 
duction despite rapid economic growth. 

The gradual approach to economic reforms that is required to preserve po- 
litical stability has led to certain policy choices in several areas important for 
reducing inequality. A social security policy could help reduce inequality and pov- 
erty caused by unemployment, sickness, and old age. However, there has been 
slow progress in establishing an effective social security system since the reforms. 
A labor mobility policy can improve labor mobility and provide a precondition for 
greater equality, namely, more opportunities for individuals, especially rural indi- 
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viduals, to gain higher incomes. The policy of allowing rural labor to work in the 
urban areas still has many restrictions that limit the benefits to rural labors. An 
education policy is very important to increase investment in human capital, espe- 
cially in basic education. Investment in rural education is still lacking, particularly 
in the backward, remote areas, which limits opportunities for higher income. 


Cc. Looking Forward 


The PRC’s experience indicates that the high economic growth rates and the 
larger income pie brought about by growth have been the main factors for success- 
ful poverty reduction in the country. Sustained economic growth will continue to 
_ reduce poverty in the PRC. However, the rapid deterioration of inequality has re- 

duced the effectiveness of poverty reduction. In the PRC’s situation, poverty is 
largely a rural phenomenon and agricultural development 1s the key to addressing 
rural inequality, the urban-rural income gap, and interregional inequality. Strategi- 
cally, agricultural development is important not only for safeguarding the food 
supply and social stability, but also for narrowing income differentials. 

Increasing wage, income, and wealth differentials to a certain extent is part 
of the growth process. Market-determined wage differentials create incentives for 
increasing efficiency, and such incentives are of great significance to the success 
of the economic reform. Increasing inequality cannot be used as an excuse to re- 
fute the direction of economic reforms in the PRC. Nor can it become an excuse to 
slow the reform process, for this would increase the costs of the reform and could 
even turn the temporary costs of transition to permanent ones. One could argue 
that increasing inequality is one of the unavoidable costs of economic growth and 
transition. However, economic growth with a greater focus on addressing inequal- 
ity could increase the effectiveness of poverty reduction. It is still too early to 
conclude if the PRC follows the inverted U-shaped time path of distribution. 
However, it is not too early to pay closer attention to increasing inequality. 


V. CONCLUSION 


The decomposition of growth effect is an tmportant analytical tool in identi- 
fying the impact of growth and inequality on poverty reduction. The proposed 
poverty reduction index provides a practical way of measuring the degree of “pov- 
erty reduction” resulting from economic growth. The poverty reduction index 
implies that the selection of growth policies must be hinged on maximizing the 
sum of income and inequality effects and that economic growth could lead to pov- 
erty reduction, even with worsened inequality. This offers a choice of growth 
policies for different development stages and different regions, with more focus on - 
growth in one development stage/region and inequality in the other. 
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The empirical results indicate that economic growth in the PRC between 
1985 and 2001 was effective in poverty reduction but rising inequality in this pe- 
riod limited the potential benefit to the poor and reduced the effectiveness of 
growth on poverty reduction, particularly in the latter part of the 1990s. There has 
been a persistent decline in the effectiveness of poverty reduction and this should 
serve as a warning to policymakers. The PRC’s poverty reduction experience 
since 1978 tells very much the same story. In a low-inequality economy, “letting 
some people get rich first” is necessary to provide incentives and stimulate 
growth, and effective poverty reduction could be achieved by maximizing eco- 
nomic growth, even if inequality worsens in the growth process. 

The empirical results also indicate that the initial level of inequality is im- 
portant in determining growth policies for a country in different development 
stages. A development stage with low initial inequality will manifest greater pov- 
erty reduction from economic growth, whereas a development stage with high 
initial inequality will require a deeper poverty focus to achieve greater poverty re- 
duction from growth. It will be interesting to compare across regions with 


` different inequality levels in the PRC to further assess this conclusion. 


In the current stage of economic development in the PRC, economic growth 
is still effective in reducing poverty. However, economic policies that promote ef- 
ficient agricultural growth and target regions with high concentrations of poor 
such as the infrastructure investment program in the western regions will be more 
effective in poverty reduction. At the project level, infrastructure projects that sup- 
port economic growth will still lead to poverty reduction, even if the nonpoor 


‘might get more direct benefits from these projects. However, well-designed infra- 


structure projects with a greater poverty focus will be more effective in poverty 
reduction. 
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